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You and your clients can now 
join our 1% million insureds 


Save yo 70 
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AUTO 
INSURANCE 


Individual & Fleet Autos 
Local & Long Haul Trucks 


V REDUCED RATES 


Authorized by the New York State Insur- 
ance Department. 


V NON-ASSESSABLE 


Standard policies backed by 
$47,000,000 in assets. 


V CLAIM SERVICE 
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23 W. 45 St., New York 19,N. Y. 
| am interested in further details 
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Name 


© ecw cwcg ccc ewe cc ccc ccc cccesceseccecescccess 


ek cs caslscdinilawns ee 


e 
Farm Bureau Mutual Auto Insurance Co. 
Home Office *« * Columbus, Ohio 








380 


PRESSBOARD FOLDERS 











| BOOK REVIEWS | 














Case Studies in Internal Control, 
No. 1—The Textile Company 


Sponsored by the 1949-50 Committee on 
Auditing Procedure, American Institute of 
Accountants. AMERICAN INSTITUTE OF 
AccoOUNTANTS, New York, N. Y., 1950, 
Pages: 64; single copy price—50¢; 10 per 
cent discount for quantity orders of 25 or 
more copies; special price of 25¢ per copy 
to accounting students enrolled in recog- 
nized colleges or schools. 


The Committee on Auditing Procedure of 
the American Institute of Accountants, recog- 
nizing the importance of internal control 
in connection with the independent public 
accountant’s examination of financial state- 
ments, decided that case studies should be 
made to illustrate how internal control should 
be evaluated in deciding upon the scope of 
the examination. 

The first of such case studies was that of 
a textile company, obviously made by one of 
the larger accounting firms. The study is 
primarily an example of a questionnaire used 
by an accounting firm with the answers and 
explanations all supplied. It then proceeds 
to explain how the accountants used the com- 
pleted form to suggest changes needed to 
correct the defects in the system of-this par- 
ticular client. 

The questionnaire is to be answered on the 
first engagement, and the procedures reviewed 
at each subsequent engagement with spaces 
for recording changes as they occur. 

The questionnaire is in complete detail so 
that it probably could be used in the exami- 
nation of the largest commercial organizations 
in the country. The average practitioner 
would, however, find that since so many parts 
of the form would be answered in the nega- 
tive by most of his clients, it would be of 
little value to attempt to use it. 

(Continued on page 438) 


MANUFACTURERS OF 


YOUR AUDIT REPORT COVER 


can be dignified, attractively printed or 

engraved, and made of highest grade 

cover stock, without being expensive 
. if handled by specialists. 


Write for samples, enclosing a sheet 
of your report paper and if possible, 
one of your present covers. 


N.L. & E.W. KRUYSMAN, Incorporated 


11a Frankfort Street New York 7, N. Y. 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 





BUSINESS OPPORTUNITIES 





Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 





C.P.A., 30, Society member with modest 

practice, desires partnership or working ar- 

rangement with busy practitioner. Will make 

investment if desirable. Box 278, New York 
PA. 





Buffalo & ‘Vicinity — Established Certified 
Public Accounting firm desires to purchase 
practice or individual accounts. Box 279, 
New York C.P.A 





New York City and Vicinity — Established 
C.P.A. desires to purchase small practice or 
individual accounts. Box 281, New York 
C.PA. 





C.P.A., Society member, capable, personable, 
and with diversified experience, desires to 
expand by purchasing accounting practice in 
New York or vicinity. Replies strictly con- 
fidential. Box 282, New York C.P.A. 





Accounting Practice 


New York C.P.A’s. are seeking to purchase 
substantial practice with minimum gross in- 
come of $20,000. Large down payment is 
offered. All replies will be held in strictest 
confidence. Box 284, New York C.P.A. 





C.P.A., 33, having moderate practice, excel- 
lent qualifications, available for managing 
practice or partnership arrangement with 
overburdened accountant. Box 286, New 
York. €.P-A; 





SITUATIONS WANTED 





C.P.A., 1934; law degree; responsible diversi- 
fied experience ; desires association with over- 
burdened accountant ; objective partnership or 
other arrangement; investment considered. 
Box 285, New York C.P.A. 





HELP WANTED 





Accountant with five years diversified experi- 
ence. Assume full responsibility on audits; 
by medium-sized Connecticut C.P.A. firm. 
Permanent position. Prefer person originally 
from Connecticut. State full details: educa- 
tion, experience, family status, salary require- 
ments. Replies confidential. Box 283, New 
York C.P.A. 
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Doniger’s gratifying experience with Underwood 
Sundstrand Accounting Machines has been related 
over and over again... by thousands of enthusiastic 
users. 

Why not employ this speedy, flexible, money- 
saving Sundstrand in your business? 

You can use it for Accounts Receivable, Accounts 
Payable, Payroll Records, Stock Records, Sales 
Analysis Records ... and many other applications. 


Underwood Sundstrand operation is simple . . . 
fast easy. Even untrained personnel acquire 
speed and proficiency after only a few hours’ prac- 
tice. The operator has only 10 figure keys to learn, 
and quickly develops a “touch” method . . . while 
the machine computes and prints instantly, accu- 
rately, automatically. 


Call your local Underwood office for full details 
. or mail the coupon. 


Underwood Sundstrand. 
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Summer Theatre Accounting Procedures 


By Epwarp O. Lutz, C.P.A. 


ine summer witnesses another high 
water mark in the flood tide of a 
peculiarly American phenomenon—the 
Summer Theatre. Well over 300 
“straw-hats’” have been counted and 





Epwarp O. Lutz, C.P.A., became 
a member of our Society in 1946. 
He was graduated from the School 
of Business of Columbia University 
in 1940 and subsequently attended 
the Golden Gate School of Law (San 
Francisco). 

For three of his four years of 
Army service, he was Chief of the 
Termination Audit Section of the 
San Francisco Ordnance District, 
and in that position supervised the 
audit of all Army munition contracts 
in the nine Western States. 

Mr. Lutz is a member of the Fac- 
ulty of Brooklyn College where he 
conducts courses in Income Taxa- 
tion, Accounting, and Economic In- 
stitutions. 

Mr. Lutz is also engaged in prac- 
tice as a certified public accountant 
on his own account in New York 


City. 











indexed by a show business directory,! 
but countless others are lurking in many 
a town hall and converted barn. 

In size as well as numbers has this 
growth been marked. Total capacity 
for this 1950 season is estimated at well 
over $14,000,000? and employment of 
over 20,000 persons seems assured. 

“Gross box office receipts in all sum- 
mer theatres during one week of sum- 
mer operation... exceed the gross re- 
ceipts in all legitimate theatres in New 
York City during a week in the height 
of the theatrical season.” This is a far 
cry from the little theatre groups that 
deemed themselves fortunate to play be- 
fore an audience of 50 or 60 conde- 
scending customers. 

In scope, these theatres cover a range 
of techniques and arts that include, but 
are not restricted to, dramatic, musical 
and ballet performances. Geographic- 
ally they may be found in every section 
of the United States, although their 
incidence is highest along the North At- 
lantic Seaboard where, in some locali- 
ties, they are seemingly ubiquitous. 


1 Summer Theatres—1950, Leo Shull Publications, New York. 
2 Blueprint for Summer Theatre, 1950 Supplement, by R. Beckhard and J. Effrat, John 


Richard Press, New York, p. 16. 


3Id., “Over the Hill to the Playhouse,” by Harold L. Wise, p. 7. 


1950 


383 








The New York Certified Public Accountant 


Characteristic Features 


They are as different in operation as 
the personalities of their respective 
theatrical managers. Almost no two are 
alike—all have their special problems. 

3ut generally they display certain char- 
acteristic features which create com- 
mon accounting problems: 


1. Almost without exception they 
are conducted as stock companies, 
i.e., the management presents a 
completely new production each 
week.* 

2. With few exceptions the staff is 
woefully lacking in business ex- 
perience—made more poignant in 
some cases by the cultivation of a 
naiveté respecting money, price 
values, and business judgment 
which they feel adds to the ap- 
pearance of an artistic sophistica- 
tion. 





3. Summer theatres almost always 
conduct the box-office operation 
themselves, If leasing the theatre, 
they often pay to the landlord a 
percentage of their box-office re- 
ceipts.> 

4. Quite often these theatres are in 

remote areas, usually resort com- 

munities. 


The duties of the public accountant 
in connection with his engagement by a 
summer theatre usually consist of: 


1. Auditing the books and records 
and surveying the system of in- 
ternal control. 

2. Preparation of financial 

ments. 

Preparation of tax reports. 

4. Analysis of the business and its 
past operations, with a view to 


state- 


WwW 





4 This includes Resident and Rotary Stock, 


Tryout, and Touring Theatres. 


providing business advice on such 
problems as budgeting, financing, 
tax planning, break-even point 
computations, etc. 


Function #4 is by far the most im- 
portant for “Individually each summer 
theatre is a small operation governed 
by a very strict budget.”® 

Theatrical people are notoriously 
great fellows and, as a result, there is 
truly “no business like show business.” 
Unfortunately, artistic license is too 
often extended to the business side. 
Sometimes the adage might better read 
“show business is unbusinesslike.” Be- 
hind the fanfare, glamour and excite- 
ment, the theatre accountant must play 
the important but unsympathetic role 
of the analytical, cautious counterbal- 
ance to the optimistic, over-venturous, 
trusting and usually free-spending di- 
rectors. He must forever frown at the 
price of things; continually check over- 
enthusiasm with raised eyebrows—for 
only in this manner may he properly 
guide his client and protect the inves- 
tors.’ 


Weekly Operating Statements 


Proper discharge of the duties of 
business adviser to management rests 
to a large extent upon careful and skill- 
ful preparation of the operating state- 
ments. To be meaningful these state- 
ments must take the form of compara- 
tive weekly profit and loss statements. 

Now inherent in the preparation of 
weekly statements are problems not 
immediately apparent to the unwary. 
Accrual accounting, as generally de- 
fined, requires the allocation of ex- 


Repertory, College, Community, Cooperative, 


5 This is in striking contrast to ordinary theatre practice where theatre landlords retain 
control of the box office, withholding an agreed proportion of the gross receipts as rent from 


the producers. 


6 “Theatre: U.S.A. What Next?”, by Richard Aldrich in Theatre Arts—June, 1950, p. 53. 


7 See also, Allen, J. G. “Cost Accounting for Theatre Companies”, The Accountant, 
V. 115, December 7, 1946, p. 296, London, England. 
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Summer Theatre Accounting Procedures 


penses to the period in which the bene- 
fits of the expenditure will be reflected. 
This problem is conventionally solved 
by the adoption by the accountant of 
some convenient method of arbitrarily 
prorating an expenditure between the 
fiscal years benefited. And if it requires 
a more skillful artist to wield the brush 
when painting the picture of monthly 
rather than yearly revenues and costs, 
consider well what consumate skill is 
required of the accountant who must 
portray the fiscal delineations of weekly 
operations ! 

This problem is made particularly 
difficult by the habit of business to bill 
and pay bills on a monthly basis. Con- 
sequently, such expense items as tele- 
phone and telegraph, materials and 
supplies, rentals, electric current, fuel, 
etc., present a disturbingly exquisite 
accrual problem for weekly statements. 
In other industries the nature of the 
vendor's bill facilitates such adjusting 
entries when performed on a monthly 
or annual basis. For purposes of weekly 
statements, a simple telephone bill, for 
example, may represent a complex of 
fiscal facts. There is usually a flat 
charge for basic service for the forth- 
coming monthly period and additional 
charges for use of telephone facilities 
for the month just ended, Some of the 
latter may be charges for calls pertain- 
ing to a future week’s production, and 
some to the current production; and 
possibly some relate to the production 
of a week long past. And some calls are 
not assignable to any specific produc- 
tion, but should be allocated to two or 
more productions. 


Of course, as in all problems of dis- 
tribution of charges to specific cost 
periods or jobs, it is incumbent upon 
the accountant to weigh carefully the 
gain to be derived from nicely refined 
allocations against the time investment 
necessary to achieve the results—and 


19306 


in practice the bookkeepers of most 
summer theatres are only required to 
segregate for specific allocation the 
more obvious and usually expensive toll 
charges. The balance is then arbitrarily 
prorated over the productions in re- 
hearsal and performance within the pe- 
riod of the telephone bill’s coverage. 

Similarly in the interest of simplicity, 
paint, glue, canvas, hardware, and other 
materials, used in scene-set construc- 
tion are usually charged in full to the 
specific production for which they have 
been procured, without regard to any 
unused portion available for use in later 
productions. Many of the “flats’ and 
other scenery constructed to achieve 
staging sleight-of-hand, are in fact, 
often painted over and reused at later 
dates. 

Except in those cases where premi- 
ums are based upon payroll costs, in- 
surance is usually divided equally over 
all production weeks. Such is also the 
case with charges for printing box office 
tickets and envelopes, most office ex- 
penses and supplies, theatre repair 
bills, and like items where the burden 
of weekly benefits is too onerous to 
compute. 

Recognition by the accountant that 
some salaries should not be allocated to 
the production week in which the work 
was performed is highly important. The 
Press Agent, the Stage Director and 
the Scene Designer, for ¢xample, do 
their important work one week in ad- 
vance of the week of presentation. 
Where this accounting distinction is not 
so made, costs of the last week will be 
distorted when these three employees 
and any others not needed for perform- 
ance chores are released early and do 
not appear on the last week’s payroll. 


Even more perplexing than the prob- 
lem of allocation (when assessing the 
difficulty of preparing weekly operat- 
ing statements) is their timely issuance. 
They should be rendered as soon as 
possible in order to be of greater benefit 
as a guide to management. 
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Obviously, the accountant must re- 
sort to several estimates, for often many 
of the monthly bills have not been yet 
rendered by contractors and vendors. 
Only long experience and _ intimate 
knowledge of the firm’s business can 
be of any help in this area. Where this 
knowledge is possessed by the account- 
ant or the management and can be pro- 
jected into the coming season, a tech- 
nique of establishing “budget” accounts 
is advisable. 

The estimate of the season’s electric 
current bill, for instance is placed on 
the books at the outset, by crediting the 
budget (or unabsorbed) account, Elec- 
tric Current Allocated, and contradeb- 
iting the Electric Current Expense of 
‘ach production week planned for the 
season for a prorata portion thereof. 
As actual electric current bills are re- 
ceived they are recorded as debits to 
this Allocated account. At the conclu- 
sion of the season, accounts are ad- 
justed so as to eliminate the balance 
over-or-under-absorbed. 


In order to ameliorate the hardships 
caused by weekly statements and their 
preparation, business managers are in- 
structed to encourage C.O.D. and other 
forms of cash payments, and to foster 
the use of weekly or even semi-weekly 
billing by suppliers and the seasonable 
submission by the latter of same. News- 
paper and other forms of advertising, 
and various forms of personal service 
billings lend themselves to this type of 
invoicing, . 


Expense Account Classification 


Expenses of summer theatres must 
initially be categorized as Preliminary, 
Production, or Closing Expenses. 
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Preliminary Expenses are those in- 
cident to the setting-up stage and neces- 
sary prerequisites to actual production. 
Inward transportation of resident staff, 
refurbishing theatre and grounds, ad- 
vance publicity, and subscription solic- 
iting are typical examples. 


The Production Expenses are those 
applicable to actual production, and are 
further analyzed into proper produc- 
tion weeks, usually denominated by 
the title of the respective plays pres- 
ented. 

Closing Expenses are those incurred 
in order to shut down the theatre and 
wind up its affairs at the conclusion 
of the season. Examples are employees’ 
bonuses, return transportation of staff 
from theatre, office and telephone ex- 
penses incident to closing the theatre, 
CIC. 

Each of these classifications (car- 
ried as controlling accounts in the 
General Ledger) is further analyzed 
through subsidiary ledger records or 
a columnar spread within the general 
ledger. Such classifications are neces- 
sarily dual: into normal expense no- 
menclature; and concurrently into the 
various production weeks. Allowance 
for this dichotomous analysis must be 
provided for in the books of original 
entry, so that the plan may be sucess- 
fully maintained in the ledgers. In this 
way, the ledgers will then lend them- 
selves in turn to preparation of the 
type of weekly operating statements 
shown in the accompanying pro-forma 
illustration.® 


8 Compare this typical illustrative example of expense item titles with the recommenda- 
tions for Broadway and Road Company statements drawn up by the Committee of Theatrical 


Producers, New York City, and entitled “Standard Accounting Practices”. 


For typical dollar 


relationships amongst the various items on such statements as appear on the following page 


see “Comparative Cost Charts: 


Three Different Types of Summer Theatres” by David 
Heilweil, in Blueprint for Summer Theatre, 1950 Supplement, pp. 12-15. 
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Summer Theatre Accounting Procedures 


PLAYGOERS PLAYHOUSE, INC. 


STATEMENT OF PROFIT AND LOSS FROM THEATRICAL OPERATIONS 


SUMMER SEASON 1950 


Play #1 Play #2 


W/E Jjuly1 W/EJuly8 Etc.* W/E Sept. 2 


Play #10 


Total for 
the Season 








Box OrriceE ADMISSIONS ...... $ $ 


$ 


$ 








EXPENSES: 

Salaries : $ $ 
Managing Director ....... 
Business Manager ........ 
CE Cl RGA Corre 
Staae Ditector ...606<ec<:s 
Stage Managers .......... 
Backstage (Crew <..:6.065 6 
RODE NMOR casing. cre wares oer 
Wardrobe Mistress ....... 
Scene Designer ........... 
1355, gl 0) 11) rr 
OG oor aiclnees.caeesices 


NIG oo rte oie cee ne etes 
WISH GES rah wi cveiers hetale sarees 
PPss AGOMS:.. oi sssnee ess 


A 








Total: Salaries: «0.660%. $ $ 


RUAN Wi secece sis: 6 6 6, ciserere breve orate 
Departmental : 
SCENG= SHOP c6'sccccieues os 
PEO DOEEY c o/a-0:6.ery ciliate o s0ro 
Electrical and Sound ..... 
GORTHINES 05 es eedtoinwns 
Pitite CHRGE.. ce ccanesoscads 
ERRORS Soroc manele ced serene hare 
Auto and Transportation .... 
PEOROUTISIN OE 6 5 or536:5:85 oalca8 6 
PAROMMOLIONS oie: 625-60 aiecesavc cee eis 
House and Grounds ........ 
PAViOl VANES. . 6:60 cscess ce oe 
Electric Current ...:.....066 
Telephone and Telegraph .... 
PYISGBAN CO cress. oer pec asa% 
Begal and Audit. ..oc ccscscicss 
Office Supphes <2. ccsccesse 
Production and Rehearsal ... 








Tora. Direct EXPENSES ...... $ $ 








fa 


Direct Prorit or Loss ....... $ 


thr 





Deduct: Amortization 
Depreciation Expense ....... $ $ 
Preliminary Expense ....... 
Closiic Expense .... 6. s06.0s-« 








Total Amortization ....... $ $ 








Net Prorit or Loss .......... $ $ 








* This is a multi-column form with a column for each week of the season and a total 


column,, 
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The “departments” in this schedule 
of expense accounts have been clearly 
distinguished from the “service” func- 
tions. This is a great aid in problems 
of overlapping accountsg The depart- 
ments are accepted as the operating or 
final, breakdown locales. For example, 
the gas used by the Box Office Treas- 
urer in driving to town each day in 
order to make the daily deposit is 
charged not to Auto Expenses but to 
Box Office Department Expenses. 
Aside from any question of cost-alloca- 
tion, this system has the great advan- 
tage of providing a uniform rule-of- 
thumb technique for use by the book- 
keeping staff. 

Salaries for all union members are 
usually in accord with uniform employ- 
ment contracts. Actor’s Equity Asso- 
ciation, the actor’s union, for example, 
uses a standard form for stock jobbing 
engagements which must be signed be- 
fore actors go into rehearsal.? This form 
requires the particular play to be indi- 
cated on its face together with the 
agreed salary rate, in addition to a 
thirty dollar per week rehearsal sal- 
ary.!0 The Equity Contract also pro- 
vides that round-trip transportation 
cost to and from New York or other 
stated city will be borne by the Man- 
ager and furnished in advance of travel 
to Actor. The Equity contract further 
provides that the actor may consent in 
writing to accept room and board in 
lieu of the rehearsal salary.!! 


Gross Receipts Accounting 
and Auditing 


Contracts with stars and featured 
players often provide for a minimum 
wage against a percentage of the gross 
receipts of the performance week. 





to winter as well as summer stock. 


Royalty agreements (exclusive of 
plays from the public domain) are al- 
most always in accordance with the 
recommendations of the Dramatist’s 
Guild which provide that a minimum 
of 4% of the gross receipts up to 
$9,000 per week over the period the 
author’s script is being presented be 
paid the latter or his duly authorized 
agent. When the week's gross receipts 
exceed $9,000 and up to $15,000, the 
royalty becomes 5% of the total gross 
receipts (not just that portion over 
$9,000). For weekly receipts over 
$15,000 the royalty recommended is 
6% of the gross receipts.!? 

In connection with contracts of this 
type, which are prevalent throughout 
the entertainment world, it is important 
for the accountant to understand the 
definition of the term “gross receipts” 
as it is comprehended in this field. It 
of course represents the tickets sold for 
the performance of the particular pro- 
duction involved and is not related in 
any way to the tickets sold at the box 
office during the period of the play 
concerned. For while play #4 is being 
presented, tickets are being purchased 
not only for it, but advance sale tickets 
for Plays 5, 6, 7 and all other remain- 
ing weeks of the season are also being 
purchased. 

The term also excludes the portion 
of the sales which represents the 20% 
Federal tax on admissions!* to places 
of amusement—and any other local 
taxes of this nature which are charged 
the patron and which must in turn be 
transmitted to the government.!# 

Tickets sold at a discount from list 
price are taken into gross receipts at 
actual sales prices rather than the face 
price. Discounts may arise from any 


9 Minimum Contract for Stock of A.E.A., uniform throughout U. S.; equally applicable 


10 New Regulations Modifying the Minimum Contract for Stock, passed by Council for 


Actor’s Equity Association on March 21, 1950. 


11In addition to Equity, other representative unions are Chorus Equity, A.G.M.A., 
A.G.V.A., A.T.P.A.M., S.A.G., United Scenic Artists, I.A.T.S.E. 

12 The above relates primarily to dramatic plays, rather than musicals, operettas, and 
certain dramas which have not been presented in stock for many years. All of the latter 
may usually be obtained for a predetermined lump-sum royalty payment. 

13 Imposed by I.R.C., Section 1700 (a), as amended. . 


14 Return with form 729. 
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Summer Theatre Accounting Procedures 


number of individual playhouse poli- 
cies. Some are wont to give servicemen 
50% off; some do the same for local 
school-teachers ; some feel that season 
subscribers should enjoy the benefits of 
a 10% reduction in return for their 
steady patronage. On the other hand, 
commissions paid sales agents are usu- 
ally not treated as reductions in pur- 
chase price of admission, but are con- 
sidered an operating cost of the theatre 
management. 

Theatres which lease premises oft- 
times will contract on the basis of a 
share in the gross. Such leases must 
be scrutinized carefully for in many 
instances, the question of inclusion of 
other income—such as room rentals, 
concession income, etc., is not provided 
for. Salary and royalty and other con- 
tracts pertaining solely to production 
of the plays are universally understood 
to restrict their definition of “gross re- 
ceipts” to theatre admissions. Lease 
agreements, however, are not so re- 
strictive, and receipts from all activities 
engaged in are usually construed to fall 
within their purview.!5 

The basic document underlying the 
entry of receipts from theatre admis- 
sions is the Box-Office Statement. This 
record provides a detailed analysis of 
the tickets sales of each performance 
regardless of when the sales took 
place. The vertical column headings 
reflect for each type and price of 
ticket: the house capacity; the “dead- 
wood” (unsold tickets) ; and the balance, 
which represents the number of tickets 
sold. The extension of the sales volume 
of each type by its price represents the 
total dollar receipts. This figure is then 
analyzed into “sales’’ and “tax.” Each 
performance is accounted for by an in- 
dividual Box-Office Statement, with a 
section for cumulative weekly totals to 
date and another for the signatures of 





the Box-Office Treasurer and the Busi- 
ness Manager. 

Box-Office Statements universally 
contain a prominent place for a descrip- 
tion of the day’s weather to be inserted ; 
for the words “Fair and Warm”’ or, 
“Rain and Cold’? may sometimes do 
more to explain a disparity in the box 
office grosses than the play, or. the 
stars appearing in it, or the efficacy of 
the firm’s advertising campaign and 
press notices. 

It is incumbent upon the auditor, of 
course, to verify these box-office state- 
ments. After inquiry as to whether the 
house capacity or scale of prices has 
changed between performance date and 
audit date, an actual physical count of 
present house capacity, and a test re- 
count of the unsold tickets of several 
performances, is all in order.!® Further 
corroboration of the tickets available 
for sale may be obtained from examin- 
ation of the purchase order for the 
tickets issued to the printer. In fact, 
the best control over tickets may be 
secured by having the theatre’s printer 
send directly to the auditor, copies of 
all delivery documents covering tickets 
sent to the client. 

Standing room, or any other type of 
additional admission, should be con- 
trolled by a separate continuous series 
of pre-numbered tickets which are like- 
wise, when sold, accounted for on the 
Box-Office Statement but with the ad- 
ditional information of the inclusive 
numbers sold for each performance. 

The cash received by the box office 
should be deposited daily to the Box- 
Office Bank account and a concurrent 
credit made to the liability account— 
Unearned Ticket Sales. At the conclu- 
sion of each performance, after the Box- 
Office Statement has been prepared and 
checked, the total gross sales reflected 
thereon is withdrawn by check from the 


15 Letter of opinion to writer, signed by David Marshall Holtzmann, Counsel, Stock Man- 


agers Association, Inc., dated October 31, 1949. 


16 Unsold tickets, and even stubs of tickets sold, should not be destroyed until the govern- 
ment’s auditors have completed their examinations. Preservation of the independent account- 
ant’s worksheet in connection with his audit herein described will also facilitate the govern- 


ment’s clearance on tax liability. 
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Box-Office Bank account and trans- 
ferred to the theatre’s regular operat- 
ing account; and, at the same time, an 
entry is made charging the Advance 
Ticket Sales account and crediting Re- 
ceipts From Admission, an earned in- 
come account. Another check is drawn 
on the Box-Office Bank account for the 
government tax indicated on the Box- 
Office Statement, and this is deposited 
in the company’s Tax Bank account, 
and at the same time an entry is made 
again charging Advance Ticket Sales, 
but now crediting Admission Taxes 
Payable. 

In this way, the Box-Office account 
balance on deposit with the bank at all 
times represents a trust fund for ticket- 
holders from which refunds will be paid 
if the theatre cannot offer the perform- 
ance. Yes, despite the hoary dictum, 
“The show must go on,” such tradi- 
tion cannot fly in the face of a modern 
power failure, a fire, or an epidemic of 
mumps amongst the cast. 


Box Office Cash Problems 


Where theatres enjoy a favorable 
advance sale,—a source of great satis- 
faction to the management—the con- 
scientious accountant is usually spend- 
ing sleepless nights over the box-office 
cash control problem. At first blush it 
would appear that all that is required 
of the cashiers is a periodic accounting 
for the total price of tickets entrusted 
to them, either in unsold tickets or in 
cash. While this is true, one must recall 
that the cashiers are too often frus- 
trated actors or actresses who have 
taken the position so as to be as near 
to their heart’s desire as is possible and 
are forever focusing half their attention 
on the spotlight. In any event they do 
not usually have the professional’s re- 
sponsible attitude to the job and resent 
any extra burdens placed upon them, 
Perhaps even more serious an obstacle 
to periodic inventory-taking of un- 
sold tickets is the maze of “special 
orders” one finds in the summer thea- 
tre box office. Customers are treated 
with great care and _ solicitude—com- 
plicated orders and special considera- 
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tions are treated as everyday affairs. 
On any particular night one may find 
a plethora of little envelopes scattered 
about with little stories attached as, 
for example, “Mrs. Philomela Jones 
of Beachside, who has paid for her four 
tickets at the box office with instruc- 
to resell them for her as little Josie is 
sick and her parents cannot leave her 
alone tonight while they attend the 
theatre.” Or, “Mrs. Sarah Howe 
Ashley has left her brace of paid-for 
tickets at the box office with instruc- 
tions to exchange them for better seats 
if someone else requests a refund of a 
higher price range.” 

Before digesting this hodge-podge 
which is the summer theatre Box 
Office, add several other disturbing in- 
gredients: the personnel are continu- 
ally fluttering from ticket window to 
telephone answering queries such as: 
“What play this week?” “What time ?”’ 
“Where is so-and-so?” “When did he 
leave?” “Did the gelatins arrive?” 
“Tell the carpenter, if you see him...” 
ad infinitum. 

One must appreciate that the box 
office is located in a central spot, ideal 
as a focal point for information for 
both theatregoers and theatre staff. And 
to furnishing information, taking spe- 
cial orders, and selling both current 
and advance tickets, add the fact that 
the box office (particularly in remote 
areas) takes on the character of a local 
bank, cashing checks, making change 
and paying many of the theatre’s bills 
where a check will not be accepted or 
is inconvenient at the moment. Even a 
professional cashier might be pardoned 
for flinching at the thought of daily in- 
ventory taking after such a day of 
harrowing experiences! 

Most theatre box offices have aban- 
doned all pretense at reconciling cash 
received with tickets sold. Others have 
resorted to a weekly inventory. This 
method consists of physically counting 
the tickets of each price remaining un- 
sold in the racks at the inventory date 
and subtracting these totals from the 
original issue (capacity). After adjust- 
ments for standees sold, discounts, com- 
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Summer Theatre Accounting Procedures 


plimentary tickets, deposits received 
against advance reservations, petty 
cash disbursed but unreimbursed and 
some other minor adjustments, the 
total cash received by the box office 
since the start of the season may be 
ascertained. By deducting the amount 
sold for performances held, as reflected 
on Box-Office Statements to inventory 
date, the amount that should be on de- 
posit in the Box-Office Bank account 
may be computed. 

The main objection to the practice 
of a weekly inventory count lies in the 
fact that there are too many items for 
inexperienced cashiers, treasurers, and 
managers to count accurately. As a 
result, a discrepancy uncovered is usu- 
ally ascribed to poor inventory meth- 
ods rather than to some other cause. 

A solution proposed, but rarely prac- 
ticed, consists of printing a 3-part 
ticket rather than the conventional 2- 
part one. In the latter type, one-half 
is taken by the ticket-taker and the 
other half is retained by the patron as 
a receipt indicating his seat location, 
the date of the performance and the 
price and tax. The recommended third 
part (which would have the value of 
the ticket on it)!”7 would be torn off 
by the box office when the ticket is 
sold and this stub placed in a separate 
container, At the end of each box-office 
day, the cash collected that day may 
then be compared with the contents of 
this container. In this manner, any 
errors by the box-office personnel may 
be localized to the day in which they 
occur. The merits of such a plan in 
terms of discipline and resultant moral 
suasion upon the cashiers need not be 
emphasized here. 

At the end of the season, of course, 
the Box-Office Bank account should, 
if no errors have been made, contain 
no balance, for the total received in 
cash from patrons and deposited therein 
should exactly equal the cash disbursed 
to the Regular Bank account based on 
Box-Office Statements. 


Petty Cash and Other Income 

Summer theatres must necessarily 
purchase many small items for cash— 
and such purchases must be made by 
several different members of the com- 
pany. The Stage Manager, the Prop 
(Stage Property) Man, the Wardrobe 
Mistress, the Office Secretary and the 
House Manager are all required to 
make small purchases. The most prac- 
tical way of handling this is through 
establishment of an imprest cash fund 
with each. However, many theatres 
have these people borrow from the 
box office, obtain reimbursement by 
check from the Business Manager and 
then with this check plus any unspent 
funds reimburse the box office for the 
original loan. 

The most successful method of in- 
ternal control of petty cash and check 
disbursements consists of requiring the 
business manager (who should not 
have authority to sign checks alone) 
to approve all bills. Another party, 
usually the Managing Director or an 
active officer of the corporation should 
insist on examining all supporting 
documents before signing checks. 

Most summer playhouse concerns 
supplement income from the theatre 
with other secondary activities. Some 
conduct “schools” of dramatic arts, 
charging apprentices’ fees for the privi- 
lege of working with and for the com- 
pany and for the instruction accom- 
panying the experience. 

Many provide housing facilities and 
obtain rental income from the staff, 
the various players and certain visitors. 
Some even provide a restaurant. Al- 
most all sell patrons candies, thirst 
quenchers, and other items, including 
a playbill, a souvenir book, and even 
records in those places where musicals 
are presented. 

The accounting records and auditing 
procedures in connection with all of the 
above would be conventional. How- 
ever, where concession privileges are 
granted, it is to be noted that any ad- 


17 Different ticket values (prices) may be distinguished by means of different colors 


rather than by printing on the face. 
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vance deposit made by the conces- 
sionaire at the commencement of the 
season should be recorded in a deferred 
income account entitled Concession De- 
posit Unearned. Each week a ratable 
portion of this deposit should be trans- 
ferred to the earned income account— 
Concession Income—along with any 
additional receipts from this source at- 
tributable to an agreement with the li- 
censee concerning a share in his sales. 

An item worthy of note concerns the 
computation of Federal Income Tax 
withheld from employees. Since in most 
theatres the greater part of the per- 
sonnel is not of local origin, they are, 
in the eves of the Feder al tax author- 
ities “in a travel status” living away 
from home and hence entitled to deduct 
for adjusted gross income the ordi- 
nary and necessary living expenses in- 
curred.!8 The Bureau allows the busi- 
ness manager to consider this fact when 
preparing the payrolls—up to 50% of 
weekly salary without questioning the 
written statement of the employee, but 
to the full extent of the salary when 
adequately supported to the satisfaction 
of the Business Manager.!° For this 
purpose (since it will affect so many 
employees) it is best to design a com- 
prehensive form to be completed and 
signed and dated by each employee for 
every payroll on which he desires the 
management to base the withholding 
deduction on less than the full gross 
weekly wage. Provision should be made 
on the form for the employee to insert 
his lodgings expense, the cost of meals, 
any unreimbursed portion of his trans- 
portation costs, agent’s fees, make-up 
and other professional wardrobe ex- 
penses, wigs or costumes provided by 
the wage earner instead of the manage- 
ment and sundry similar items.?° Take- 
home pay will be substantially higher 
when such a plan is in effect and 


18 I.R.C. Section 22(n). 


should be an aid in maintaining higher 
morale. 

Entertainment being a service indus- 
try, payrolls constitute the largest com- 
ponent in total costs of production. 
Payroils and their supporting records 
represent by far the greatest preoccupa- 
tion of the summer theatre auditor. 
Every week a new play, in most thea- 
tres involving the hiring of a whole 
new cast and the releasing of the pre- 
vious one (equity contracts prov ide for 
a minimum of six “resident” actors, 
but these are often assigned other duties 
in the theatre when there is no suit- 
able part for them) ; and while one cast 
is presenting a play, the next & re- 
hearsing. The audit of payrolls is con- 
ventional for it involves simply the de- 
tailed scrutiny of employment contracts 
and related personnel records and the 
test-check of such payroll deductions, 
if any, as salary advances, room rent, 
meals, and applicable payroll taxes, and 
transportation reimbursements. 

Salaries may be paid in cash or 
check, but if the latter, a separate. Pay- 
roll Bank account operated as an im- 
prest account is highly recommended. 


The Point of No-Profit 

(Break-Even Point) 

Conservative producers are prone to 
prefer deals which offer a percentage 
of the gross to those arrangements 
which guarantee more than a nominal 
lump sum. But they will defeat their 
own purpose unless they are fully cog- 
nizant of the “break-even point” of 
their enterprise. In fact where the ac- 
countant computes such a figure and 
then encourages the director to arrange 
contracts calling for a higher percent- 
age but commencing at the break-even 
point, he can successfully minimize the 
possibility of losses. 

Summer theatre accounts lend them- 


19 Letter from Bureau of Internal Revenue, signed by Guy T. Helvering, Commissioner, 


to A.G.V.A. on 9/8/43 and reiterated on 10/12/46 by Timothy Mooney, 


Deputy Commissioner, 


in a letter to Equity, stating ruling “is applicable i in all respects to persons performing in the 


legitimate theatre and musical comedy fields. 


20 The accountant should check local and state withholding regulations before withhold- 
ing taxes on income of non-residents on the same basis as the Federal rule described herein. 
New York State, for example, allows no such privilege. 
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Summer Theatre Accounting Procedures 


selves readily to the computation of a 
break-even point. As has been pointed 
out, certain expenses vary in direct 
proportion to sales volume (e.g., those 
based upon a percentage of the gross 
receipts). Almost all others may be 
classified as relatively fixed, particu- 
larly if one accepts the budgeted figures 
estimated for them. Included among 


the fixed expenses must be any mini- 
mum obligations or guarantees against 
a percentage of gross receipts arrange- 
ments, As a result by applying the fol- 
lowing formula one may calculate the 
point at which the volume of sales 
would balance the expenses under a 
given set of conditions: 


Total Fixed and Semi-Variable Expense Budget 





Sales Volume to Break-Even = 


Of course, some productions cost 
more than others—necessitate larger 
casts, or orchestras, or more expensive 
props and costuming—but the vagaries 
of the entertainment world are such 
that this “bigger”? may not necessarily 
connote “better’—nor “more expen- 
sive” insure “more satisfactory” in an 
artistic sense. In fact, oftentimes the 
more expensive may be characterized 
in the jargon of the theatre as a ‘‘cheap” 
production, whereas many a less costly 
play has been hailed as a “first class” 
production. 

A common type of problem posed by 
management to its accountant concerns 
the advisability of “extending the sea- 
son.” This involves a projection of 
costs with a nice appreciation of the 
fact that the fixed “seasonal” costs have 
been absorbed in the regularly sched- 
uled season, viz., it costs no more to 
open and close the theatre whether it 
operates 8, 9, 10, 11, or 12 or more 
weeks. Preliminary and Closing Ex- 
penses may represent in total about 
10-20% of total costs per season—and 
being such a material segment—it is 
therefore incumbent upon the account- 
ant to inform management of the break- 
even point for additional productions 
based upon the inclusion of only the 
recurring costs. 





New Developments in 

Operating Methods 

There have been several innovations 
in operating methods in this field in 
recent years which are worthy of com- 
ment. One of these, which has gained 
a firm foothold, is the trend toward 
“package shows” for summer theatres. 
A producer obtains rights to a script, 
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Percentage Margin by which Sales Volume exceeds Variable Expenses 


assembles a star, or stars, a supporting 
cast, a director, and sundry other neces- 
sary personnel, rents costumes, con- 
ducts rehearsals and then offers it com- 
plete to summer theatres who usually 
share the expenses in some pre-ar- 
ranged manner. Perhaps it is one par- 
ticular summer theatre which produces 
the package. In such a case all costs 
should be assembled in one account, 
and this account relieved of the portion 
representing the interest of other 
theatres. As far as a playhouse which 
simply “buys” the package, it should 
insist on as detailed an accounting 
breakdown as it is possible to secure 
from the producer assembling the pack- 
age. Then it will be possible for the 
lump sum paid to obtain the package 
to be analyzed into its various cost 
elements and reflected on the books and 
weekly operating statements in a man- 
ner which will allow for valid compari- 
son with shows produced solely by the 
theatre management. 

The auditor should consider as part 
of his program the advisability of veri- 
fying the propriety of the charge made 
by a package producer to his playhouse 
clients. His audit would of course fol- 
low along the same lines as a regular 
audit of his own client’s disbursements 
except where a different system of in- 
ternal control exists. 

An innovation which has had wide 
impact on the summer theatre business 
is the center staging or “in the round” 
production, in which the proscenium 
stage is abandoned in favor of a four- 
sided one in the manner of the ancient 
Greeks and reminiscent of a modern 
boxing ring with the theatre seats on all 
sides. This type of staging creates more 
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intimate contact with the audience and 
is less costly for back-drops, drapes, 
cycloramas and all the paraphernalia 
of scenery must perforce be eliminated. 
(Saving the salary costs of stage hands, 
crew, etc. ) 

Still a more profound influence may 
eventually be felt by the recent trend of 
substituting a large circus-type tent for 
the old converted barn or modern play- 
house. The latter, properly out-fitted 
(exclusive of air-conditioning) costs in 
the neighborhood of $100,000 to con- 
struct. A tent, utilizing the center stage 
principle with a seating capacity of 
1,000 to 1,500, costs but a fraction of 
this amount. The tent housing device 
however has been confined to compan- 
ies producing light operettas as indi- 
cated by the use in their titles of such 
terms as “Music Circus” and “Melody 
Center.” Notwithstanding their guise 
and nomenclature, they are but varia- 
tions on the summer theatre theme, 
for they are conducted as stock com- 
panies with all the characteristics and 
problems that such an operation con- 
notes ; a need for weekly profit and loss 
statements and the identical accounting 
and auditing problems which confront 
the conventional summer playhouse 
accountant. 

Asa matter of fact any theatre box- 
office, even on Broadway, faces similar 
problems in cash and ticket control 
described in the earlier section of this 
article. All theatrical stock companies 
face generally similar problems whether 
Summer, Winter, or year-round com- 
panies. However, what distinguishes 
the summer theatres is the lack of busi- 
ness experience possessed by the per- 
sonnel employed and the existence of 
annual Preliminary and Closing Ex- 
penses; as well as the fact that most 
year-round stock companies do not 
change plays every week, but less often. 

A case in point is the theatre cur- 
rently presenting a new center-staged 
play every third week in the ballroom 
of a large hotel in New York City. 
This stock company runs its own box 


office, with all the attendant problems, 
but staffs it with capable, professional 
cashiers. Although it necessarily in- 
curred preliminary project costs, if the 
aspirations of its producer are fulfilled, 
it will never anticipate closing or re- 
opening expenses.?! 


The Audit Visit 

Every summer theatre accountant 
should take an active interest in the 
selection and training of both the box- 
office personel and the Business Man- 
ager. Such a policy will pay well-de- 
served dividends in terms of more effi- 
cient and more reliable record-keeping. 
Unfortunately, however, procurement 
of adequate personnel is sometimes 
virtually impossible. 

The inconvenience of sending a mem- 
ber of the staff on a visit to a remotely 
situated summer theatre every week to 
perform the audit requisite to the prepa- 
ration of the weekly operating state- 
ments, is a problem in administration 
of the account that must be solved in 
some satisfactory way before acceptance 
of the engagement. If the Business 
Manager (or one of his staff) has the 
proper accounting training to prepare 
interim weekly operating statements 
that will be of sufficient value, employ- 
ing forms and procedures set up by the 
public accountant, it may be advisable 
to institute a practice involving less fre- 
quent audit visits. 

An alternative which has been suc- 
cessfully employed by the writer is to 
establish a bookkeeping staff in the 
public accountant’s home office, utiliz- 
ing trained accounting personnel, fa- 
miliar with theatre accounting tech- 
niques and traditions. The statements 
are then prepared in the accountant’s 
own office with little or no waste 
motion, and then mailed to the pro- 
ducers. If the producer spends a good 
deal of his time in the same city where 
his accountant maintains his office, then 
the two may get together as often as is 
deemed necessary to analyze and dis- 
cuss the statements and related matters. 


21 See also Business Week, June 3, 1950, p. 31. 
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Summer Theatre Accounting Procedures 


To accomplish this “remote control” 
system, bank checks should be printed 
in triplicate. The original is the check 
itself ; the duplicate copy is retained by 
the theatre for its files and information ; 
and the triplicate, supported by all per- 
tinent documents, is forwarded each 
week to the accountant. A typical sum- 
mary of fiscal data to be mailed would 
include: 
1—Boxw-Office Statement: Checked by Busi- 

ness Manager, or someone other than Box 
Office Treasurer who prepared it for cor- 
rect extensions and footings. Notation 
also of number of stubs uncollected by 
doorman for each class of ticket. Check 
to see that tax is 20% of admission (with- 
out tax) and reconcile differences. 


2—Triplicate copy of checks: Account for 
all numbers, including voided checks; in- 
dicate what type of expense to be charged 
and what week (or play), or plays, or 
whether allocable over whole season, or 
preliminary, or closing, etc. The more 
explanation the better. Attach supporting 
data to check wherever available. 


3—Payroll Summary: showing name; title of 
position; gross salary; withholding tax: 
social security tax; net salary before re- 
imbursements ; reimbursements for trans- 
portation; other reimbursements; deduc- 
tions for advances; other deductions; 
room rental deductions; and net salary. 
Indication of which paid in cash and which 
by check. 

4—Petty Cash Reimbursement Accounting 
with supporting data; box office reim- 
bursement accounting with supporting 
data. 

5—W-4’s and Equity Contracts of employees 
leaving. Also statements of expenses for 
those claiming a smaller base for with- 
holding tax. 

6—Schedule of Detosits made to regular ac- 
count with adequate explanation. 

7—Schedule of Rentals Earned (by chart of 
available rooms and occupancy) supported 
by carbon copies of rent receipts executed. 

8—Sundry other items of pecuniary interest 
such as purchase orders, contracts, insur- 
ance policies, etc. 


Relationship to Small Businessman 

Many legitimate opportunities to be 
of service will present themselves to the 
conscientious accountant of a small 
business which would never arise where 


the client had ample and trained per- 
sonnel in a well-run larger organization. 

To the typical summer theatre, the 
public accountant may prove himself of 
inestimable value. Possessed of sound 
business judgment and an inquiring, 
imaginative nature, he may take an ac- 
tive part performing the functions (in 
particular instances) of a controller, an 
office manager, a bookkeeper (as ex- 
plained above), an efficiency engineer 
and/or a business adviser, 


An accountant may be a doctor to 
business in every sense of the word; 
and just as the client expects his per- 
sonal physician to practice preventive 
medicine as well as cure the ills that 
develop, he may expect his “business 
doctor” to guide him in maintaining a 
healthy business. 


Uncovering a defalcation may be, in 
an accounting sense, fully as dramatic 
as performing a successful operation, 
but it is all the more commendable if 
the doctor can prevent the cause that 
necessitates the surgery—and the ac- 
countant prevent the possibility of a 
fraud. The summer theatre account- 
ant is in an ideal position to explore 
and practice these opportunities, for the 
client so often has a paucity of trained 
businessmen connected with it. 


Rarely are these concerns able to 
borrow money either from individuals 
or institutions. The risks in this in- 
dustry are far too great to encourage 
anyone to lend in consideration of a 
nominal interest return. Furthermore, 
many of these theatres have never raised 
outside money, but are owned by a small 
group or a single stockholder. The ac- 
countant has, therefore, little or no ne- 
cessity to maintain his independence 
for he is never called upon to render 
statements to investors, or for financ- 
ing, or even for trade creditors.?? 

Under these circumstances, the ac- 
countant may actually take part in the 
management’s councils and be relied 
upon for the light he can cast on the 


22 Since he should be practicing a policy of prompt payment and encouraging C.O.D. 


terms. 
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many business problems which may be 
on the directors’ blind side. 

For example, problems of insurance 
coverage are often handled in confer- 
ence between the accountant and the in- 
surance broker. It should be noted in 
this connection that the limits of public 
liability coverage should be set with the 
possibility in mind of a mass accident 
developing from a covered risk. Also 
that a power failure creating a dark 
house (or even an insufficiently lighted 
one) will prevent a performance, neces- 
sitating refunds without any perceptible 
reduction in expenses. To protect 
against this contingency most Use and 
Occupancy policies may be amended to 
add a rider providing coverage in the 
event of a power failure. 

A most important duty confronting 
producers—and one for which the ac- 
countant is particularly suited by train- 
ing—is the preparation of budgets. In 
this connection only experience with 
the detailed operations of each play- 
house is of real value. 

However, one major item which 
must be provided for in every produc- 
ing company’s cash budget is the Se- 
curity Cash Bond required to be de- 
posited with Actors Equity Association 
before the start of each season.23 Gen- 
erally speaking this bond must at least 
equal the aggregate of two weeks’ aver- 
age salary for the resident actors plus 
the highest two weeks’ prospective sal- 
aries of stars and jobbing actors. Other 
unions and organizations sometimes re- 
quire similar bonds. The accountant 
should be thoroughly familiar with 
their rules and practices respecting se- 
curity bonds before attempting prepa- 
ration of cash budgets. 

Undercapitalization has always been 
the greatest bane of small businessmen, 
but the bug-a-boo of a lack of cash be- 
comes the major concern of the com- 
pany in the entertainment business 


which has no inventory to use as col- 
lateral and no customers’ receivables to 
hypothecate. 

In other industries, the major pre- 
occupation of management is on sell- 
ing. Particularly in mass production 
industries with huge investments in 
capital facilities, increased sales result 
in higher production and_ inevitably 
lower unit costs for their products, 

Increasing box office grosses is 
similarly the problem of prime moment 
with most summer theatres. For sure- 
ly, when more tickets are sold it costs 
no more to sell the additional tickets 
(for tickets have been printed for all 
available seats, and the cost of printing 
is the same whether they are sold or 
not). It costs no more to light the 
theatre and the production; or to rent 
and transport the props and costumes ; 
or to pay the fixed weekly salaries of 
the employees; or even to have the 
books audited. These, and many other 
costs are fixed whether 5% or 105%74 
of the house is sold. 

3ut these inexorable facts hold true 
only up to the point of capacity. A 
theatre which has succeeded in attain- 
ing this point has only one or two alter- 
natives left insofar as increasing gross 
receipts is concerned. It may “rescale 
the house” upward, but only at the risk 
of causing irreparable harm to the fol- 
lowing and goodwill which they have 
labored so hard and so long to create. 
Or it may sit down with its accountant 
and an architect to discuss the advisa- 
bility of squeezing in more seats or 
“pushing back the walls” to create a 
greater seating capacity. 

It has been estimated that over one 
and one-half million dollars was ex- 
pended by existing summer theatres 
this season in new construction proj- 
ects. Of this amount, most of the 
money was invested to enlarge house 
capacity or to install air-conditioning.?° 

(Continued on page 424) 


23 The writer knows of only one summer theatre in which Equity has waived this bond 


requirement. 


24 Standing Room would account for the sales beyond house capacity. 


25 Show Business, April 24, 1950, reporting the results of a survey conducted by them. 
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Statutory Liberalization of Fiduciary 
Investment Policy Permitting 


Common Stock Investments 
By CuHeEstTeErR J. Dopce, C.P.A. 


ME Chairman, many thanks for 
your generous introduction. I am 
afraid that many of the things you have 
stated are correct. I have invested the 
greater portion of my life in the admin- 
istration of estates, the analysis of wills, 
and the study of complicated problems 
of distribution. More than a quarter of 
a century has been spent by me in the 
accounting department of the Surro- 
gate’s Court of New York County. I 
served my apprenticeship under one of 
the ablest men I ever knew—Surrogate 
Foley. Surrogate Delehanty, with his 
keen mind, did a polishing up job on 
me, so to speak, and helped to smooth 
the rough spots during his seventeen 
years in the Surrogate’s Court. It is 
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now my pleasure to serve Surrogate 
Collins who has acquired a vast amount 
of estate knowledge and experience in 
a short time and for whom it is a 
pleasure to work. Finally, I had the 
pleasure of serving Surrogate Franken- 
thaler as a practicing lawyer and estate 
specialist for more than twenty-five 
years before he became our Surrogate. 


I thought that after spending a year 
or two in learning the know-how of 
estate administration, I would have 
clear sailing from that point on. How- 
ever, I must state that, even with the 
experience gained in the Court, there 
are many questions to which I do not 
know the answers and, even if the 
answer were sometimes given, I would 
be doubtful of its being correct. It has 
been said that if you would really learn 
a subject, teach it. Students in the vari- 
ous universities and law schools in New 
York have helped me to acquire addi- 
tional information and knowledge in 
estates. 


During our time, we have seen rapid 
strides made in many fields of en- 
deavor, as, for example, atomic energy, 
jet propulsion, television, and the ex- 
pansion of the life span. And I may 
also state that during this period rapid 
progress was made in the Surrogate’s 
Court, and estate administration has 
not been overlooked, 


During all of our experiences in the 
the administration of estates, we have 
seen two helpful changes in operation. 
First, the enactment of Section 18 of 
the Decedent Estate Law, commonly 
known as the Widow’s Right of Elec- 
tion. However, this also applies to a 
surviving husband. Under this provi- 
sion of law, a surviving spouse may 
elect to take contrary to a will, or in 
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addition to amounts given under the 
will, where the minimum statutory re- 
quirements have not been met. 


Second, the enactment of the Federal 
statute authorizing the “marital deduc- 
tion” and of the corresponding New 
York statute (effective September 1, 
1950) permits a surviving spouse to 
receive greater income on a trust fund 
or a larger distribution, where the es- 
tate is given outright, as a result of 
the tax savings. It is true that there 
have been other changes affecting es- 
tates, but these are of great importance. 

A third change, which will become 
effective July 1, 1950, is, in my opinion, 
the broadest and most progressive that 
I know of. I am referring to the re- 
enacted Section 21 of the Personal 
Property Law, under which invest- 
ments may be made in common and 
preferred stocks. Let us look at the 
situation in estates as they have existed, 
involving the forgotten woman, the 
wife, the life tenant. A trust fund of 
$100,000 in 1932 produced an income 
of $5,000. The same fund with the same 
or similar securities in 1949 yielded a 
return of $2,900. In other words, 40% 
less dollars! In addition, the life tenant 
had to pay increased income taxes, and 
the purchasing value of the dollar de- 
creased steadily over that period! To 
state this another way: if one wished 
to have the standard of living of the 
widow maintained at the 1932 level, 
the fund would now have to approxi- 
mate nearly $350,000. Can anyone 
blame the life tenant for complaining? 
Can it be doubted that her standard of 
living was reduced as a result of the 
change in interest rates? Never was 
there so little from so much, 

What may surprise you is that the 
New York State Bankers Association 
was most instrumental in having the 
new law enacted. The new enactment 
has been referred to as the prudent 
man’s law, which means making invest- 
ments with a reasonable return consid- 
ering the safety of principal. The day 
ts gone forever when a trustee can take 
the estate funds, purchase legal invest- 


398 


ments, bonds, place the bonds in a safe 
deposit box, “and merely look at his key 
to the box for his security.” The fiduci- 
ary may no longer rest with funds 
simply because they are legal. He shall 
have greater responsibilities toward the 
life tenant, who will certainly want the 
additional income that may be available 
under the new law; the remainderman 
also stands a chance to have the prin- 
cipal increased. In speaking of the prin- 
cipal, I like to refer to its preservation 
rather than its conservation; preserva- 
tion attempts to protect the fund from 
deterioration through protection of both 
principal value and purchasing power. 
For the life tenant to be properly main- 
tained, a fund should be preserved so 
that increased income may come to the 
beneficiary, particularly if inflationary 
trends continue, 


The Committee appointed by the 
New York State Bankers spent some 
four years in going into yields, invest- 
ments, and conditions of estates. Their 
report shows that high-grade bonds in 
the Standard and Poor’s Index in 1932 
yielded 5.28%, whereas in 1948 the 
yield has been reduced to 2.80%. A 
composite of 90 common stocks shows 
a yield of 7.68% in 1932 and 5.53% 
in 1948. Further, their report showed 
that if the new law was in operation 
in 1948, instead of having a yield of 
$2,962 on $100,000, if 65% had been 
invested in the type of bonds to which 
fiduciaries were limited, the yield on 
the bonds would have been $1,925, and 
on the 35% invested in common stock 
the yield would have been $2,401, or a 
total of $4,326,—an increase of $1, 364, 
or 46%, all the increases being from 
the investment in common stock. Yields 
are changing constantly as the market 
advances or declines. 


Statistics compiled by the National 
City Bank of New York showed that 
in 1900 twenty-five of the largest cor- 
porations had total assets of one billion 
six hundred million dollars. By 1949, 
the value of these assets had increased 
to twenty-nine billion dollars. The 
twenty-five largest corporations today 
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Statutory Liberalization of Investment—Permiting Common Stock Investments 


are not the same as in 1900, indicating 
changes of industry, growth, etc. The 
average annual increase in American 
stocks was about 1.8% from 1871 to 
1938. The horse-car days are gone; the 
old iceboxes and gas lights have given 
way to the march of progress. Remem- 
ber getting five cents on Sunday when 
you were a youngster? The lad who 
got a quarter was rich. Now, you are 
lucky to get off with $5, weekly, for 
the high school student, and he knows 
all about deficit financing. He is always 
anticipating. Your honeymoon was less 
expensive than your son’s senior prom. 

In 1926 the only private corporation 
bonds permitted on the legal list were 
railroad bonds. In 1928, electric light 
and power bonds were added. In 1938, 
telephone and industrial issues were 
also added. However, with all the care 
taken, it might be noted that between 
1932 and 1940 $850,000,000 (par 
amount) of railroad bonds on the New 
York legal list went into default. It 
has not been uncommon to buy bonds 
when on the legal list at a premium and 
when they were removed from the list 
to sell at a large discount. 

Another point that should be con- 
sidered is the purchase of bonds at a 
premium: If amortization is not re- 
quired under the will or by statute, a 
twenty or thirty point premium results 
in securing of income at a compara- 
tively high rate for the life tenant but 
a capital loss to the remainderman. 

As to the new law which becomes 
effective July 1st, 1950: It affects all 
types of fiduciaries. Also, wills, inter 
vivos trusts, guardians’ and incompe- 
tents’ estates—whether created prior to 
or subsequent to July Ist, 1950. How- 
ever, I can anticipate questions being 
raised regarding estates and trusts es- 
tablished prior to the above date. Where 
a testator drew a will in 1932, after 
his market experiences in 1929, he may 
have purposely left his will silent re- 
garding investments, which would mean 
that the fiduciary would be limited to 
legals. Assume that he died in 1936 
and 35% of the fund is invested after 
July 1st, 1950, in common stock. If 
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the market is down and there is a loss 
in the principal of the fund in 1953, it 
is possible that an objection may be 
made on the basis that the statute did 
not cover such a situation. Of course, 
an exception exists where the instru- 
ment under which the fiduciary is op- 
erating limits the fiduciary in the mat- 
ter of investments. The language in 
many wills varies and constructions 
may be necessary in many of these es- 
tates. Many corporate fiduciaries are 
now examining instruments under 
which they are serving to determine 
their position. 

The statute provides for investments 
such as would be made by a prudent 
man using diligence and intelligence 
and seeking a reasonable return and 
preservation of the capital. Thirty-five 
percent of the fund may be invested 
in common stocks, preferred stocks, 
and bonds if the same are fully listed 
and registered upon an exchange regis- 
tered with the S.E.C. as a national ex- 
change. Stocks of insurance companies 
and banks are exempt from the ex- 
change listing proviso. It should, of 
course, be emphasized that registration 
with the S.E.C. is compliance with a 
disclosure statute which has criminal 
and civil sanctions. The mere fact of 
registration does not indicate an ap- 
proval. If the value of the stocks at 
any time exceeds 35% of the fund, the 
fiduciary is not required to liquidate. 
However, should liquidation take place, 
then the fiduciary would be required to 
reinvest the proceeds in such invest- 
ments as are “legal” under the 65% 
rule if the “legals” are less than the 
stated percentage. 

When you invest in common stocks 
on behalf of estates and fiduciaries, the 
funds invested are generally substantial 
amounts of money. The letters “c’” and 
“s” also indicate something else in this 
connection—common sense. Before 
making an investment, at least inquire 
into (1) marketability; (2) manage- 
ment; (3) earnings (stability); (4) 
dividend record (continuity); (5) 
debts and preferred stock ahead of 
the common; (6) the industry; and 
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(7) the growth possibilities. These rep- 
resent but a few of the matters to be 
considered prior to investing. 

As far as the industry is concerned 
you can go from A to Z, A- automo- 
biles, aviation, amusements. B- bank- 
ing, baking, building. C- chemicals, 
credit. D- drugs. E- electronics. In fact, 
all the way down to Z for zippers, zinc. 
To double back on the alphabet— 

AA.—Have you the Authority to 
make the investment? Does the will 
restrict you? If your will permits of 
investments in preferred stocks and you 
have already invested 10% of the funds, 
are you now limited under the new 
law to an investment of only 25% of 
the estate funds in other non-legals? 
The Ability—Do you know enough 
about the stock in which you are mak- 
ing the investment? Keep in mind that 
the statute is very broad and gives you 
plenty of latitude, which is all to the 
good for the beneficiary. Know what 
you are doing and exercise discretion 
and caution. 

BB.—The Bulls and the Bears, the 
Boom and the Bust. In other words, 
the ups and downs of the market ; also 
3romides, Bicarbonates, and Barbitur- 
ates to soothe the troubled fiduciary 
during violent swings. 

CC.—You must be Cautious in se- 
lecting a security and Courageous after 
you have purchased it. Because there 
is a slight decline in the value of the 
stock is not sufficient reason why it 
should be thrown overboard, Get ad- 
vice and stay, if qualified opinion so 
indicates. 

DD.—The Disappointed Distributee, 
who receives less than he believes he 
is entitled to receive. 

Some of you may wonder why I 
have gone into the detail I have in the 
matter of investments. Well, I am just 
trying to warn you of the red light on 
the other side of the hill, before you 
are on top of it and come into contact 
with the word that shocks and scares 
every fiduciary—Surcharge. Comb the 
statute minutely and most carefully if 
you would avoid surcharge many years 
later. 
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I am going into just a few matters 
so that you may understand the posi- 
tion of the parties and the Court. On 
a rising market everything is fine. No 
one is complaining, but how things will 
be in 1954 or 1956, whether there will 
be a repeat of the 1929 to 1932 market 
is the $64 question. Or to state it an- 
other way is the market high? 

Let me give you the Matter of Pate, 
84 N.Y. Supp. (2nd) 853; aff’d., 276 
A.D. 1008. The testator died in 1919. 
His will authorized his trustee to retain 
any securities the testator owned at 
the time of his death. It further per- 
mitted investment in non-legals. The 
assets of the estate at the time of death 
included one hundred shares of Long 
Island Lighting Company, common 
stock, which had a value of $10,000. 
The shares were split ten for one in 
1924, and the new shares again split 
in 1928, also ten for one, so that the 
fiducuary then had ten thousand shares 
with a value of $450,000, At the market 
peak in 1929, the market value of the 
stock was $910,000. The stocks: were 
sold in 1946 for $30,000. Rights had 
been granted from time to time and, 
had they been exercised and stock ac- 
quired plus stock split-ups, the total 
number of shares would have been 
22,400, with a top market value of 
$2,138,000. On the accounting, an at- 
tempt was made to surcharge the trus- 
tee approximately $483,000 for failing 
to sell at the time of the split in 1928. 
The Surrogate ruled that the 1928 split 
did not create a new investment and 
refused to surcharge the trustee. 

In reading the cases I constantly 
come across a Double ““N’’-—Notice and 
Knowledge. Where the interested par- 
ties have definite knowledge as to the 
investment, acquiescing in and consent- 
ing to it, they cannot very well com- 
plain of losses unless the fiduciary is 
derelict in his duties. A question may 
arise—Do you create doubt when you 
seek a consent to the investment? Is 
notice on the periodic statement suffi- 
cient notice? Without burdening you 
with case histories, it is known that 
often the surcharge is only tentative, 
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and made for the benefit of a contingent 
remainderman who may never share in 
the estate. Where the surcharge is con- 
tingent, the attorney should so provide 
in the decree. 

May I warn that the instrument 
under which the fiduciary is serving 
must be specifically followed. 

The question of diversification may 
also arise. Under the new law the fidu- 
ciary is permitted to invest in stocks 
of investment companies, if the same 
meet the statutory requirements. 

The trustees must act as a unit unani- 
mously in the exercise of judgment or 
discretion. Matter of Julliard, 171 Misc. 
661; aff’d., 259 A.D. 826. If a dis- 
agreement exists as to investments, 
fiduciaries may apply to the court for 
instructions. A testator may direct that 
one of the co-fiduciaries shall have ex- 
clusive power to determine whether 
investments should be retained or sold. 

In order that small estates may par- 
ticipate and receive larger returns on 
funds, legislation was enacted to estab- 
lish common trust funds. Many states 
have similar legislation upon their 
books. The legal common trust funds 
may invest 35% of their funds under 
the new provision of law in common 
and preferred stock. Discretionary 
common trust funds naturally have the 
right to invest in common and _ pre- 
ferred stock. This section of the law 
has recently been under attack and, 
when the Legislature meets in 1951, 
the section relating to common trust 
funds will have to be amended as a 
decision in the United States Supreme 
Court held that the notice under the 
section was inadequate. 

This brings me down to the point as 
to what effect the new section is going 
to have on things in general. There are 
approximately eight hundred million 
dollars in estate funds held by corpo- 
rate fiduciaries which shall come within 
the meaning of the new statute. I dare 
say that there are another two hundred 
million dollars in trust funds held in 


the hands of individual trustees which 
may benefit by the section. In other 
words, there are about one billion dol- 
lars in trust funds, 35% of which would 
be three hundred fifty million dollars, 
which may eventually go into the stock 
market. Some fiduciaries at present 
have the power under the instrument 
by which the trust is established to in- 
vest in common stocks, but have not 
availed themselves of this advantage. 
Investment of pension funds is also 
affecting the market, increasing the 
cost of the stock and decreasing the 
yield. 

I have examined around and inquired 
in the Street regarding what will prob- 
ably be the bluest of the blue chips. 
The brokerage firm of Merrill, Lynch, 
Pierce, Fenner & Beane, at my request, 
has supplied a list of stocks which ap- 
pears on page 402. Keep in mind that 
these are not recommendations but 
merely one firm’s opinion as to a list of 
high-grade investments for general pur- 
poses, and are not necessarily for the 
specific purposes of investments by 
fiduciaries. The list will give you some 
idea of the securities that may be suit- 
able for this type of investment. Again, 
I must caution that you will have to 
consider the period that the trust may 
run, the requirements of the interested 
parties, and how you may best serve 
the interest of all concerned. In other 
words there is no hard or fast rule, 
and once the investment is made it does 
not mean that the fiduciary is married 
to it. The banks and individual fidu- 
ciaries have their securities reviewed 
periodically and records are kept of 
individual stocks so that in the event 
of any development affecting a particu- 
lar company, the knowledge will be 
transmitted to the person in charge of 
the estate. 

The cases are not too clear in regard 
to engaging investment counsel. The 
fiduciary may have to pay the cost for 
such advice from his commissions de- 
pending upon the ruling ofthe Surrogate. 
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Price 
194onigae a Current Price* 1942 
High Low Name Recent Dividend Yield 4-28-42 Divider 
116%4— 551% American Can ...........00: 11934 $4.00 3.3% 57 $3.50 
200%4,—101% American Tel. & Tel......... 161% 9.00 5.5 10234 9.00 
5734— 17 ORME a iaceieivesasedrsacaewes 5034 2.70 53 185% 1.40 
50 — 21 Cleveland Elec. Illum........ 46% 2.40 5:2 26 2.25 
36%— 173% Commonwealth Edison ...... ae 1.60 5.0 1734 1.60 
5754— 2334(a) Dow Chemical .............. 70 1.80(b) 2.5 24 (ce), 75 
6334— 2534(a) E. I. du Pont............06. 7934 3.75 4.3 26 (d)) 1.05 
5254.— 2154(a) Eastman Kodak ............ 47 L.700b). 35 22 (e)| 1.35 
52 — 1217, General Electric ........ sex 30% 2.60 5.1 21% 1.40 
56'4— 2334 — General Foods ............4. 51 2.25 4.4 24% | 1.70 
8034— 285% Gesieral Motors «4 s-0660000 864 8.50 9.8 323% 2.00 
557%— 1454(a) Johns-Manville ............. ni 2.80 5.4 1674(g) -75 
109%— 50% Liggett & Myers ............ 85 ‘5.00 5.8 51 3.50 
64 — 22 (a) Monsanto Chemical ......... 6514 2.00 3.1 22 (f) | 75 
73 — 16% Stand. Oil of Calif........... 69 4.00(b) 5.7 181% fF 1.50 
927%4— 29% Stand. Oil of New Jersey.... 7634 4.50 5.8 313% | 2.00 
6874— 30 Pexas COMmPpany. a.0si6-0%- escseere 6914 4.25 6.1 30 2.00 
62%— 21% F. W. Woolworth........... 4734 2.50 Se 23 1.60 
Notes 

* 4/28/42—Dow-Jones Industrial Averages reached 92.92, lowest in past 10 years. (d) 

** 5/29/40—Dow-Jones Industrial Averages reached 212.50, previous high point. (e) 
(Closed 5/22/50 at 221.55.) (f) 

(a) Adjusted. (g) 

(b) Plus stock. (h 

(c) Adjusted for 4 for 1 split in 1947. (1) 
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57 $3.50 
10234 9.00 
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for 1 split 
for 1 split 
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1946 
Dividend 


$3.00 
9.00 
2.25 
2.00 
1.40 
75 (ce) 
E75: (dd) 
1.40 (e) 
1.60 
2.00" 
2.25 
1.1634(g) 
4.00 
83% (f) 
2.30 
3.08 
2.50 
2.10 


1949. 
1947, 
1946. 
1947, 
1948. 
1945. 


Yield 
2.8% 
4.5 
4.1 
4.3 
3.8 
1.6 
3:2 
27 
3.2 
34 
3.0 
2.2 
3.9 
1.4 
3.9 
4.0 
3.8 
3.4 


Consecutive 
Years Div. 
Paid 
28 
51 
60 
49 
61 


Industry 
Containers 
Public Utility 
Food 
Public Utility 
Public Utility 
Chemical 
Chemical 
Chefnical 
Electric Equipment 
Food 
Automobiles 
Building Supplies 
Tobacco 
Chemical 
Petroleum 
Petroleum 
Petroleum 


Merchandising 
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C. F. Mueller Company v. Commissioner 


By Epwarp T. RoEHNer, C.P.A. 


On Sunday, May 28, 1950, The New 
York Times carried a two-column head 
in large, black type, in about the centre 
of its first page: 

TAX-EXEMPT STATUS IS 


DENIED TO CONCERN 
THAT AIDS N.Y.U. 


The two-column head on the first page 
indicates the great popular interest in 
this case, and tax men are, of course, 
even more interested in it than is the 
general public. 


The case was C. F. Mueller Com- 
pany v. Commissioner, decided by the 
full bench of sixteen judges of the Tax 
Court of the United States, opinion by 
Murdock, J., Opper, J., dissenting. 


Issue 


The Commissioner determined a de- 
ficiency of $136,438.62 in the income 
tax of the C. F. Mueller Company for 
the period August 28, 1947, to Decem- 
ber 31, 1947, the period for which its 
first income tax return was filed. The 
sole issue for decision was whether the 
company was exempt from tax under 
section 101(6) of the Internal Revenue 
Code, which exempts from income tax: 


“Corporations, and any community chest. 
fund, or foundation, organized and operated 





Epwarp T. RoEHNER, C.P.A. and 
attorney, is a member of our Society 
and of its Committee on Federal 
Taxation. He is also a member of 
the American Institute of Account- 
ants. He is admitted to practice be- 
fore the New York and Federal Bars, 
and is a member of the American 
3ar Association and of the Association 
of the Bar of the City of New York. 

Mr. Roehner is engaged in prac- 
tice on his own account in New York 
City. 
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exclusively for religious, charitable, scien- 
tific. literary, or educational purposes . . . 
no part of the net earnings of which inures 
to the benefit of any private shareholder or 
individual. 


Decision 

The Tax Court decided that a cor- 
poration (the Mueller Company ) which 
had as its only activity the operation 
of a regular competitive commercial 
business for profit is not exempt from 
income tax under section 101(6), as a 
corporation organized and operated ex- 
clusively for educational purposes, even 
though its earnings inure solely to an- 
other organization (New York Uni- 
versity) which is exempt under section 
101(6) 

Since the tax return was filed 
New Jersey, the appeal from the Tax 
Court decision will be to the Third 
Circuit Court of Appeals. 


Facts 


The C. F. Mueller Company was 
incorporated on August 21, 1947, under 
the laws of Delaware, to succeed a New 
Jersey corporation of the same name. 
The New Jersey corporation will here- 
after be referred to as the old company. 
The old company had been a taxable 
business corporation, successfully en- 
gaged in the manufacture and sale of 
macaroni and similar products for 
profit, in competition with other cor- 
porations. 

H. T. Sorg, a person not connected 
with New York University, conceived 
the idea of acquiring all the stock of the 
old company in behalf of New York 
University. He was authorized by 
Dean Arthur T. Vanderbilt of the Law 
School and a group of other persons 
interested in the Law School to nego- 
tiate for the purchase of the stock. Sorg 
arranged for the purchase of the stock 
at a price of about $3,500,000 in cash, 
and arranged with the Prudential In- 
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C. F. Mueller Company v. Commissioner 


surance Company of America for a loan 
of $3,550,000 to finance the purchase. 
The petitioner agreed to pay Sorg a 
commission of $124,250 for his services. 

The petitioner acquired the stock on 
August 28, 1947, by the loan from the 
insurance company, and on the same 
day it merged the old company into 
itself. The loan from the insurance 
company was to be repaid within fifteen 
years. The loan agreement provided 
that 75% of the income of the petitioner 
was to be paid to the insurance com- 
pany until the loan was reduced to 
$1,500,000. 

The certificate of incorporation em- 
bodied the language of section 101(6) 
as its purpose, and stated, as one of the 
objects for which the petitioner was 
formed, the manufacture and sale of 
macaroni and kindred food products. 


The foregoing steps were taken pur- 
suant to a plan to achieve tax exemp- 
tion for the petitioner under section 
101(6). 

The total authorized stock of the 
petitioner consisted of ten shares of the 
par value of $100. The Tax Court in- 
correctly! found that 

“All of those shares are to be held for ten 

years by voting trustees under a voting 

trust agreement dated August 28, 1947, 

after which they are to be transferred to 

New York University. The trust exists 

solely for voting purposes.” 


It rests entirely in the discretion of a 
majority of the voting trustees whether 
New York University is ever to get the 
stock of the Mueller Company, and 
when, and in what amounts, New York 
University is to receive dividends from 
the Mueller Company. 








Opinion 

The Tax Court's opinion is addressed 
mainly to the Sagrada,? the Roche’s 
Beach,’ the Bear Gulch Water,*+ and 
Universal Oil Products> cases, and to 
whether the old company was con- 
tinued in the petitioner through merger. 


The Sagrada case 

The question in this case, which the 
Supreme Court decided in 1924 on the 
equivalent in the Revenue Act of 1913 
of what is now section 101(6) of the 
Code, was whether a religious order 
which had acquired real estate and 
other investment property in over three 
hundred years in the Philippines was 
taxable on the income from the invest- 
ments, and on the profits from sales of 
wine, etc., to religious institutions with- 
in the order. Some of the sales were for 
strictly religious use and the others for 
use purely incidental to its work. The 
profits from these sales amounted to 
less than 3% of the order’s income. 
The Government, which admitted that 
all the income was used for the purpose 
for which the religious order was or- 
ganized, argued that the statute was 
not intended to exempt investment in- 
come or the profits from the sales with- 
in the religious order, that the exemp- 
tion was intended to apply only to cases 
where property acquired for an exempt 
purpose incidentally earned income. 


The Supreme Court, holding all the 
income exempt, said that the test was 
not the source of the income but the 
destination of the income. 


The petitioner argued that, on the 
basis of the Supreme Court decision in 


1 The voting trust agreement provides that its term shall be for ten years, but that before 


expiration, and before expiration of every extension of the agreement, a majority of the five 
trustees shall have the right to extend the voting trust to the extent permitted by the laws of 
Delaware. The laws of Delaware would permit renewals of ten years each in perpetuity. 
The agreement further provides: “Upon the termination of this agreement and of the last 
extension thereof the shares of stock shall become the property of New York University and 
certificates representing the said shares shall be delivered to it.” (Italics supplied.) 

2 Trinidad v. Sagrada Orden de Predicadores, 263 U.S. 578 (1924). 

3 Roche’s Beach, Inc. v. Commissioner, 96 Fed. (2d) 776, (CCA-2, 1938). 

4 Bear Gulch Water Co. v. Commissioner, 116 Fed. (2d) 975, (CCA-9, 1941). 


5 Universal Oil Products Company v. Campbell, dec. April 6, 1950, (CCA-7). 
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this case, the test of exemption in sec- 
tion 101(6) cases was not the source 
from which income was derived, but the 
destination of the income; and that 
therefore exemption was not to be 
denied it, merely because its income 
was derived from a commercial or busi- 
ness activity ; that it was an educational 
corporation under section 101(6) be- 
cause all its dividends, when distrib- 
uted, must be paid to New York 
University for the benefit of the Law 
School. 
The Tax Court determined, how- 
ever, that 
“Tneither the Sagrada case] nor others like 
it are controlling here because each of those 
cases dealt with a corporation itself en- 
gaged in carrying on some religious, chari- 
table, or educational activity, whereas the 
petitioner is not engaged at all in that kind 
of work but is engaged in carrying on a 
regular commercial business as its only ac- 
tivity, that is, it is auxiliary to an educa- 
tional institution but is not itself such an 
institution. Such a marked factual differ- 
ence requires a new and further examina- 
tion of the intended scope of section 101(6). 
(Italics supplied.) 


The Tax Court also said: 


“The Court, in the Sagrada case, re- 
garded as material ‘the fact that the limited 
trading, if it can be called such, is purely 
incidental to the pursuit of those purposes 
[of the religious order] and is in no sense 
a distinct or external venture.’ ” 


Comment 


Many will wonder—in the light of 
the first of the two quotations from the 
Tax Court opinion, that the liberal test 
of the ultimate destination, rather than 
the source of the income, is applied 
where an educational institution is con- 
cerned, but that it should not be ex- 
tended to corporations like the peti- 
tioner—that New York University did 
not itself operate the Mueller business. 
One reason was that New York law 
forbade it, and another was stated in 
the testimony of Philip C. Pendleton, 
treasurer of the University of Pennsyl- 
vania, before the House Ways and 
Means Committee in 1950: 

. any board of trustees which per- 

mitted a university to operate directly a 
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noodle factory should have their heads ex-- 
amined because they are exposing the uni- 
versity and the trust funds of the university 
to loss. This other device [separate cor- 
porations to operate the commercial busi- 
nesses] brings,in profit. If they run it 
themselves they are going to take the loss 
too, and, believe me, gentlemen, there are 
going to be some losses in those things.” 


As the Tax Court said, the Sagrada 
case does not apply to the present case, 
but, the Tax Court notwithstanding, 
neither would it apply if New York 
University had purchased and oper- 
ated the Mueller business directly. 

In the Sagrada case the religious 
order conceded in its brief that if it had 
operated a business, directly or indi- 
rectly, it would be taxable on the income 
as business income, but it contended 
that it was not taxable on its income 
from investments. Therefore, when the 
Supreme Court said that it was not the 
source of income that was the test but 
the destination of the income, it did not 
have before it the question of whether 
income earned by a business would be 
exempt from tax, since the religious 
order conceded in its brief that busi- 
ness income would be taxable. 

The Tax Court also said in the sec- 
ond of the two quotations that the 
Supreme Court regarded as material 
the fact that the profits from wine, etc., 
were from sales within the religious 
order, and not from sales to the public. 
The Tax Court is incorrect. Since 
there were no sales to the public, and 
since the religious order conceded in its 
brief that commercial activities would 
render it taxable on the income from 
those activities, the Supreme Court did 
not have that point before it for deci- 
sion; and therefore the Supreme Court 
could not regard as material the fact 
that the profits were from sales within 
the religious order. At most, it decided 
that those sales were not a commercial 
activity. 


The Roche’s Beach case 


The Tax Court also said: 


“The Commissioner’s effort to distin- 
guish the Roche’s Beach case from the 
present one is not convincing, and if the 
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two are not distinguishable, then with all 
due respect, the Tax Court, not being con- 
vinced by the reasoning of the majority in 
the Roche’s Beach case declines to follow 
it at this time.” 


The Roche’s Beach case is the au- 
thority for the proposition that a cor- 
poration which produces income for a 
charity administered by a tax exempt 
organization is itself exempt. Interest- 
ingly enough, the point was never 
argued before the Circuit Court. The 
Tax Court had held for the Commis- 
sioner, on the ground that the stated 
purposes for which a corporation is 
organized must be found in its charter, 
which in this case did not state that the 
income was to be devoted exclusively to 
charitable purposes. The Tax Court 
was overruled on appeal by the Second 
Circuit, which said in the majority 
opinion: 

“As a question of fact, it seems clear 
that the corporation was organized and 
operated exclusively for charitable pur- 
poses, and the Board [Tax Court] made 
no finding to the contrary. It denied ex- 
emption on the theory that the stated pur- 
poses for which a corporation is organized 
must be found in its charter. We think 
that this is too narrow a view. ... 


. the petitioner is entitled to exemp- 
tion . . . unless it must be held that this 
subdivision applies only to a corporation 
which directly dispenses charity and ex- 
cludes one which merely produces income 
for a charity administered by another tax 
exempt organization. The precise question 
has not been argued by the parties... . 
No reason is apparent to us why Congress 
should seek to deny exemption to a corpo- 
ration organized and operated exclusively 
to feed a charitable corporation when it 
undoubtedly grants it if the corporation it- 
self administers the charity.” (Italics sup- 


plied. ) 


Comment 


Although I will not disagree with 
the Tax Court’s statement that “the 
Commissioner’s effort to distinguish the 
Roche’s Beach case from the present 
one is not convincing,” there are points 
of difference not advanced by the Com- 
missioner which clearly distinguish the 
two cases. 


1950 


The Bear Gulch Water and 
Universal Oil Products cases 


The Tax Court found justification 
for refusing to follow the Roche’s Beach 
case in the fact that 

. The Courts of Appeals in Universal 
oit Products Company v. Campbell, supra, 
and in Bear Gulch Water Co. v. Commis- 

sioner, 116 Fed. (2) 975, affirming 40 

B.T.A. 1281, certiorari denied 314 U.S. 652, 

contrary to the holding of the Court of 

Appeals for the Second Circuit in the 

Roche’s Beach case did not apply the rule 

that the destination of the funds rather than 

the source is controlling in the case of a 

corporation engaged in business whose 

earnings inure to the benefit of an exempt 
corporation. 


Comment 

The Tax Court notwithstanding, 
there was no conflict. The Bear Gulch 
Water case did not arise under section 
101(6). The full bench of the Tax 
Court, opinion per Harron, J., said: 

“The broad issue presented is whether 

the petitioner’ s net income is exempt from 

Federal income tax under the provisions of 

section 116(d). . 
Section 116(d) was the only point con- 
sidered in the appellate courts. Had 
the Bear Gulch Water case been in con- 
flict with the Reche’s Beach case, there 
would have been a conflict between cir- 
cuits, and the Supreme Court would 
have granted certiorari as of course. 
Although the petitioner argued in its 
principal brief and in its reply brief that 
the Roche’s Beach case and the Bear 
Gulch Water case were not in conflict, 
it missed the decisive reason: That the 
Bear Gulch Water case was decided 
solely under section 116(d). Section 
101(6) was never advanced in the Tax 
Court, and was not considered on ap- 
peal. The Circuit Court headnote 
(which is unofficial) reads as though 
section 101(6) was considered on ap- 
peal, but the text of the opinion shows 
that the Circuit Court passed only on 
the issue raised before the Tax Court, 
which was section 116(d). 

Like the Bear Gulch Water case, the 
Universal Oil Products case is not in 
conflict with the Roche’s Beach case; 
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in fact, the Seventh Circuit, which de- 
cided the Universal case, itself distin- 
guished the Roche’s Beach case. 


The Merger 


The Tax Court said that the old com- 
pany was organized and operated ex- 
clusively as a commercial corporation, 
and that the old company was not dis- 
solved but continued in the petitioner 
through merger ; and that therefore the 
petitioner was not organized exclusive- 
ly as an educational corporation. 


Comment 

This ground of decision, at which the 
Tax Court hinted, is not one that will 
sustain analysis. 


Conclusion 


Judge Murdock, who wrote the Tax 
Court opinion in this case, usually 
writes succinctly and sharply.® 

But when I finished the opinion in 
this case I was left with the dissatisfied 





6 He apparently agrees with Holmes that 


feeling that the author lacked his usual 
sureness. 


The Third Circuit, when it decides 
this case, will have no decision of a 
court of equal or superior rank to in- 
fluence it, since: 


(1) The Sagrada case is not determinative 
of the present case, because of the nar- 
row point presented to the Supreme 
Court. 

The Roche’s Beach holding is not in 
point, because of the differences in 
facts. 

The Bear Gulch Water case is not in 
point, because section 101(6) was 
never considered in that case; and 
The Universal Oil Products case does 
not disagree with the Roche's Beach 
case. 


to 


(3 


(4 


a 


For a correct application of section 
101(6) to the facts in a case as impor- 
tant as this, that is perhaps best. 

Strong arguments can be made for 
both sides, but, in my opinion, the argu- 
ments in favor of tax exemption weigh 
heavier in the balance. 


“there is a special hell reserved for those 


judges who make twelve pages do the work of one.” 
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AN ADIRONDACK VIEW 


MACARONI & POSTCARDS. Well. 
Mueller 14 TC 


getting straightened out. (See 
straight toward the Supreme Court. 
untangling that tangle. 


we are 
> 111%.) 
What a jolly time it (the Supreme Court) will have 
Hope the decision will be that all spaghetti has to be transferred 


glad to learn that our macaroni is 
Its curves and holes are headed 


from plate to mouth by the fork-spoon-winding method, with heavy penalties for violations. 


We might be able to balance the U. S. 
to Italy. 


Spe aking of U. 


budget this way, 


and also finance rehabilitation aid 


S. finances reminds us of the U.S.P.O. and postcards—the things country 


postmasters read in their spare time in order to enhance their knowledge in general and their 


information regarding community activities in particular. 
tising have horne d into this use of penny postage. 
each to deliver these cards 


P.O. Department 2.754321¢ 


is made up by having so many of them to deliver. 
two trains approaching in opposite directions on the same track, 


to run a railroad!” 
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It seems that business and adver- 
It is further understood that it costs the 
Of course, the loss on each delivery 
As the signal-tower man said, when he saw 
“What a blank, blank, way 


Lecnarp Houcuton, CPA 
Of the Adirondack “Chapter” 
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Proposed Legislative Revision of I. R. C. 
Sec. 112 (g) Defining Tax Free 


Reorganizations 
By Samuet A. Dyckman, C.P.A. 


yp alate 125 of H. R. 7738, intro- The basic principle underlying the 
duced by Representative Camp on  nonrecognition of gain or loss in cor- 
March 16, 1950 in the House of Repre- porate reorganizations has been the 
sentatives, modifies Sec. 112(g) of the recognition that readjustments of cor- 
— > ory , : 1 7 7 : 

Internal Revenue Code in two impor porate structure which do not change 
tant respects. The definition of a re- jn substantial degree the interests of 
organization has been expanded by the the stockholders or their corporations 
bill to include a merger where the assets constitute a change in form, not in sub- 
transferred in exchange for stock are stance, and are therefore not of suf- 
transferred not to the corporation issu-  ficjent economic importance to warrant 
ing the stock but to a subsidiary of that realization of income at the time of 
corporation. Furthermore, the section the exchange either to the stockholders 
seeks to enlarge the connotation of the or to the participating corporations. 
term “a party to a reorganization to , An examination of the proposed Sec- 
include not only a corporation resulting tion 125 should be made in the light 
from a reorganization, and both cor- of the basic objective and purpose of 
porations in the case of a reorganization the statute in providing tax grace to 
resulting from the acquisition by one qualified reorganizations. Even if the 
oo of stock or properties of proposed amendment can be said to 
another,' but also the parent corpora- harmonize with this intent to lift the 
tion where assets exchanged solely for tax burdens from reorganizations, a de- 
stock are transferred to a corporation  tajled examination of the decided cases 
which is a wholly owfted subsidiary of jg necessary to determine whether the 
the corporation from which the stock is amendment will effect the intended re- 
received. sults 


In the leading case of Groman v. 





Samuet A, DycKMAN, C.P.A., is Commissioner,? the Glidden Corpora- 

a member of our Society. He holds tion entered into an agreement with the 
the degrees of B.B.A: from The shareholders of an Indiana corporation 
School of Business and Civic Ad- whereby it was agreed that Glidden was 
ministration of The City College of | to organize an Ohio Company and was 
New York and LL.B. from the New | to acquire all the common stock of 
York University School of Law. Ohio in exchange for cash and pre- 
Mr. Dyckman is presently pursuing | ferred stock of Glidden. After its or- 
courses in the Graduate Division of | ganization, the Ohio company acquired 
the School of Law leading towards the assets and stock of the Indiana cor- 
the degree of LL.M. in Taxation. poration and transferred to the share- 
He is a member of the New York | holders of Indiana the preferred stock 
Sar, Beta Gamma Sigma, and is of Ohio, the preferred stock of Glidden, 
presently practicing as a certified and cash. The fundamental issue raised 
public accountant and attorney. was whether the preferred stock of 
Glidden was stock of a corporation a 











LR.G., See. 12a) (2). 
302 U. S. 82 (1937). 
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party to the reorganization. If it could 
be considered as such, then the ex- 
change of Indiana stock for both Glid- 
den and Ohio stock constituted a non- 
taxable exchange of stock for stock by 
the shareholders of corporations which 
were parties to the reorganization. 
The Commissioner successfully con- 
tended that the parent company, Glid- 
den, was not a party to the reorganiza- 
tion within the terms of Code Sec. 
112(b)(3) and Sec. 112(g)(1) and 
(2). As Glidden was not a party to 
the reorganization, any Glidden stock 
received constituted ‘“‘other property” 
within the meaning of Sec. 112(c) (1), 
and therefore the gain should be real- 
ized to the extent of such property. Mr. 
Justice Roberts, in reaching his conclu- 
sion in the Groman case that Glidden, 
the parent, was not a party to the reor- 
ganization, based his finding on the 
nature of the parent’s participation in 
the reorganization. Glidden was held to 
be merely an agent whose activities 
were comparable to a banking corpora- 
tion or corporate promoter engaged in 
effectuating reorganizations. A distinc- 
tion was drawn between being a party 
to an agreement of reorganization and 
being a party to the reorganization 
itself. 

The Groman doctrine was followed 
and amplified in Helvering v. Bash- 
ford. The Supreme Court predicated 
recognition of gain upon the failure of 
continuity of interest where the share- 
holders of the merged corporation re- 
ceived stock of the parent upon trans- 
fer of the assets to a subsidiary. The 
stock received was held not to repre- 
sent a continuing interest in the assets 
conveyed, as the essential continuity of 


a LRG. Sec. H2(b) (3). 
4 302 U.S. 454 (1938). 


interest could only be preserved by 
ownership of the securities of the cor- 
poration to which the assets were trans- 
ferred. The connection between the 
original interest in the transferred 
assets and the new interest in the parent 
was evidently considered too indirect. 
Although the Groman case did not in- 
volve a wholly owned subsidiary, so 
that standing by itself it did not resolve 
the question whether Congress intended 
in the present Sec. 112(g) of the Code 
to distinguish between a direct acquisi- 
tion of assets by a corporation in ex- 
change for its stock and an acquisition 
of assets by a wholly owned subsidiary 
for its stock,5 Mr. Justice Brandeis in 
the Bashford case did hold the distinc- 
tion to be material stating that in his 
determination that the parent was not 
a party to the reorganization, the de- 
gree of stock control held by the parent 
company of its subsidiary and the meth- 
od by which it acquired that control was 
immaterial.® 

The doctrine of Groman-Bashford is 
so firmly established” that any attempt 
to find a continuity of interest in assets 
transferred to the subsidiary through 
the ownership of the stock of the parent 
would have to come through legislative 
enactment of the proposed amendment. 
The Supreme Court, in rebutting the 
argument made in Groman that Ohio, 
the subsidiary, was in reality the alter- 
ego of the parent, directed attention to 
the fact that the ownership of the Glid- 
den shares represented a participation 
in assets in which Ohio and its share- 
holders had no proprietorship. At- 
tempts to nullify the Groman principle 
on the theory that in the transfer of 
assets to the subsidiary in return for the 


5 See Davis v. U.S., 26 F. Supp. 1007 (Ct. of Claims 1939), cert. denied, 308 U.S. 574 
(1939), where this distinction was raised and held to be unsound under the Groman-Bashford 


doctrine. 
6 302 U.S. 454, 458 (1938). 


7 Lawrence v. Comm., 123 F(2d)555 (C.C.A. 7th 1941): Anheuser-Busch, Inc. v. 








Helvering, 115 F(2d)662 (C.C.A. 8th 1940); United Light & Power Co., 105 F(2d)866 
(C.C.A. 7th 1939) ; Park & Tilford, 43 B.T.A. 348 (1941) ; Jessie Pritchard, 40 B.T.A. 1288 
(1939) ; Michigan Steel Corp., 38 B.T.A. 435 (1938); Gilbert D. Hedden, 37 B.T.A. 1082 
(1938) ; Andrew W. Mellon, 36 B.T.A. 977 (1937). 

8 302.U.S. 82, 89 (1937). 
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Proposed Revision of I. R. C. Sec. 112 (g) Defining Tax Free Reorganizations 


stock of the parent, the subsidiary was 
a mere nominee of the parent and that 
the parent was the real recipient of the 
assets has met with failure thus far.? 
Precisely why the continuity of interest 
required for an exempt reorganization 
was not present in either the Groman or 
Bashford case has not been adequately 
explained by the Supreme Court.!° 
That a parent and subsidiary constitute 
an economic unit and that the parent 
has a definite economic interest in its 
subsidiary cannot be refuted. If the 
continuity of interest test as set out in 
the Regulations!! requires a continuity 
of the business enterprise under a modi- 
fied corporate form coupled with a 
continuity of interest on the part of 
those who were owners of the enter- 
prise prior to the reorganization, it is 
arguable whether the Regulations en- 
vision something more than an eco- 
nomic interest. No reasons have been 
advanced why the interest represented 
by stock in the parent is not thereby a 
continuing economic interest in the 
properties of its wholly owned subsidi- 
ary. The Supreme Court would seem 
to be ignoring the fundamental eco- 
nomic interest by requiring the concept 
to take on a legalistic character.!2 The 
validity of this premise may be doubted 
upon analysis of the cases in which the 
continuity of interest doctrine has been 
developed. In Cortland Specialty Co. v. 
Comniissioner,'> where the doctrine 


was first used, it has been held that to 
secure exemption in a reorganization 
and to distinguish the transaction from 
a taxable sale or exchange, there must 
be some continuity of interest on the 
part of the transferor corporation or its 
stockholders. Continuity of interest in 
the reorganized venture was established 
as a basic requisite for the application 
of the non-recognition provisions. This 
interest has been defined as something 
more definite than that incident to the 
ownership of short-term purchase 
money notes.!4 A security interest is 
required,!5 and the interest must repre- 
sent a substantial part of the value of 
the thing transferred.1© Common stock 
of the transferee,!” non-voting preferred 
stock of the tranferee,!® and long term 
bonds coupled with stock of the trans- 
feree!? have all been held to satisfy the 
requirement. The underlying purpose 
of the requirement as envisioned by 
these cases has been to negative, for 
non-recognition of gain or loss, a selling 
out of its property by the transferor 
where there is no indication that the 
stock received by the transferor was 
taken as a means of continuing its inter- 
est in the business transferred. It 
would seem, under this contention, that 
no break in the continuity would result 
where the transferee of the assets in 
turn transfers them to its subsidiary all 
of whose outstanding capital stock it 
owns. Granted that the parent and 


9 Cases cited note 6, supra. But see Schuh Trading Co. v. Comm., 95 F(2d)404 (C.C.A. 


7th 1938) in which the Groman rule was held inapplicable because the transferee of the assets 
was held to be a mere nominee of the corporation which issued the stock. However, as pointed 
out by the Board in the subsequent case of Gilbert D. Hedden, 37 B.T.A. 1082 (1938) the Cir- 
cuit Court reached its conclusion upon a mistaken interpretation of the Groman decision. 
Accordingly in Lawrence v. Comm., 123 F(2d)555 (1941), the Court of Appeals for the 7th 
Circuit reversed itself and stated that the Schuh Trading Co. and other earlier cases “cannot 
in the light of the Groman case be regarded as authorities.” 

10 See Paul, Selected Studies in Federal Taxation (2nd Series) 250. 

11 Reg. 111, Sec. 29.112(g)-1. 

12 See Continuity of Interest in Reorganizations Under the Federal Income Tax, 49 Yale 
L. J. 1079 (1940). 

13 60 F(2d)937 (C.C.A. 2nd 1932), cert. denied 288 U.S. 599 (1933). 

14 Pinellas Ice and Cold Sterage Co. v. Comm., 287 U.S. 462 (1933). 

15 Cortland Specialty Co. v. Coimm., 60 F(2d)937 (C.C.A. 2nd 1932). 

16Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935). 

17 [bid. 

18 Nelson Co. v. Helvering, 296 U.S. 374 (1935). 

19 Helvering v. Watts, 296 U.S. 387 (1935). 
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subsidiary are separate legal entities 
and that an interest in the parent’s as- 
sets might constitute a greater interest 
than that in the assets of the subsidiary 
alone,”’ the courts ignore the important 
fact that a parent subsidiary relation- 
ship constitutes one economic unit.?! It 
can also be contended that where the 
subsidiary is wholly owned and con- 
trolled by the parent, a transfer of assets 
to the subsidiary is nothing more than 
a transfer to a nominee of the parent.2? 
It is this conclusion that the proposed 
Section 125 seeks to incorporate in the 
statute. The amendment thus indirectly 
establishes that the judicial limitation 
of the continuity of interest in parent 
subsidiary relationships is unwarranted. 
It would seek to establish by legislative 
fiat that through receipt of stock in the 
parent there is a definite retained in- 
terest, though indirect, in the welfare 
of the assets transferred to the subsidi- 
ary to constitute a tax free reorgani- 
zation. 

It should be noted that although the 
intended legislation seeks to modify the 
results achieved by the judicially de- 
veloped doctrine of continuity of in- 
terest, it would have no effect upon an 
attempted reorganization in which par- 
ent subsidiary relationships are entered 
into as part of a plan having no relation 
to the business purpose of either. To 
qualify as a reorganization, not only 
must it meet the test of continuity of 
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interest, but also the business purpose 
rule of Gregory v. Helvering.?> In 
Flanders Investment Co.,24 there was 
an agreed plan for the reorganization 
of B and C corporations into a new P 
corporation. As part of the plan, P 
created two wholly owned subsidiaries 
D and E to which it transferred cash 
in return for their stock. The D and E 
stock were then distributed by P to the 
former shareholders of B and C. In 
holding that corporations D and E were 
not parties to the reorganization the 
Court, completely omitting any refer- 
ence to the continuity of interest rule, 
pointed out that had the money trans- 
ferred to D and E, the two subsidiary 
companies, been paid in cash to the 
shareholders, it would have been tax- 
able to them under Sec. 112(e)(1). It 
stated that no difference should result 
where the cash is given to new subsidi- 
ary companies in return for stock, the 
cash remaining the sole assets of these 
companies, and their stock is passed 
over to the shareholders. No corporate 
purpose other than to receive assets 
tax free was found to exist in the crea- 
tion of the subsidiaries. It can be seen, 
therefore, that the question of business 
purpose will, upon occasion, serve to 
defeat a nontaxable reorganization even 
where the requisite continuity of in- 
terest is found to exist. The proposed 
legislation obviously makes no attempt 
to modify this result. 


20 For support of the Groman-Bashford rule see 3 Mertens, Law of Federal Income Taxa- 


tion Sec. 20.83 (1942). 


21 See 51 Harv. L. Rev. 893 (1938); Magill, Federal Taxation in the Pre-War Decade, 
42 Col. L. Rev. 356, 370 (1942) ; Traynor, Tax Decisions of the Supreme Court, 1937 Term, 


33 Ill. L. Rev. 371 (1938). 


22 This determination was accepted in Schuh Trading Co. v. Comm., 95 F (2d) 404 (C.C.A. 


7th 1938). See note 9, supra. 
23 293 U.S. 465 (1935). 
24 33 B.T.A. 483 (1935). 
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A Survey of State Control Over Local 
Government Audits and a Proposal 
for New York State 


By Georce W. LarFerty, C.P.A. 


T is desired at the very outset to ex- 

press a debt to Mr. Ernest W. Carr 
for having provided an impetus to the 
writing of this: paper in his excellent, 
“Accounting and Auditing for Local 
Government in New York State.” 
Many of the basic ideas expressed in 
that article* will be found, modified to 
the writer’s mode of thought, in ensu- 
ing pages. 

It is the writer's intent to summar- 
ize methods of state control over local 
government audits as practiced in ten 
geographically scattered states, and to 
follow with a proposed plan for the ad- 
ministration of local government audits 
in New York State. Such plan will in- 
corporate the better features of exist- 
ing methods as practiced in other states. 





GEORGE W. LAFFERTY, C.P.A. 
(Texas), is a senior accountant as- 
sociated with the firm of Frazer and 
Torbet, C.P.A’s. He was formerly 
an Instructor of Business Adminis- 
tration at the University of Texas 
(1939-1941); Assistant State Au- 
ditor, State of Texas (1941-1942) ; 
Deck Officer, U. S. Navy (1942- 
1946); and Associate Professor of 
Accounting, University of Alabama 
(1946-1948). 

Dr. Lafferty earned the degrees 
of B. S. at the American Interna- 
tional College (1938), M.B.A. at the 
Wharton School of the University 
of Pennsylvania (1939), and Ph.D. 
at the University of Texas (1948). 

He is a previous contributor to 
our publication and has also written 
other articles for The Accounting 
Review and the NACA Bulletin. 











* The New York Certified Public Accountant; 


1950 


It is of interest to note that the prob- 
lem of local government audits, and by 
whom they were to be performed re- 
ceived considerable attention from pro- 
fessional accountants in Great Britain 
over fifty years ago. A reading of the 
English “Accountant” over the period 
from 1888 to 1903, reveals numerous 
articles dealing with local government 
audits. 

There follow, for purposes of com- 
parison of thoughts and ideas, two quo- 
tations. The first is from Mr. Carr’s 
recent article and the other is from an 
issue of the English “Accountant,” 
Vol. 29, page 802, 1903. 


“With all due respect to the many capa- 
ble men who are thus employed, it appears 
that the subsequent training and experi- 
ence of the average examiner has been 
hedged in too much by the legal phases 
of his work. As a result, he may fail to 
appreciate the practical aspects, and is 
apt to overlook violations of recognized 
accounting principles and procedures. His 
work amounts to little more than “honesty 
checking” with particular emphasis being 
placed on compliance with legal technicali- 
ties, and is done so long after the audit 
period that it is of little current value. 

. We have nothing to say against 
the manner in which District Auditors 
(Federal auditors of local government ac- 
counts) (Italics mine) discharge their 
duties (save that those duties, when dis- 
charged in a manner entirely satisfactory 
to the Local Government Board, do not 
constitute an audit at all, and indeed only 
touch upon the fringes of an audit, properly 
so-called) ; our objection to official audits 
is that they are, not unnaturally, regarded 
as effective from all points of view, with 
the result that the safeguard of a real audit 
is omitted... .” 


The wording of the two quotations 
excerpted above, naturally enough, dif- 
fers but the reader can readily measure 
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the comparability of the ideas ex- 
pressed in each. It may be remarked 
that in Great Britain there exists con- 
siderable control over local govern- 
ment audits on the part of the govern- 
ment; however the British accounting 
societies have played a strong part in 
placing such audits on a professional 
basis and, in addition, many of their 
members have been elected to the posi- 
tion of local government auditors (in 
those instances where such positions 
are elective). In short, the British ac- 
countants adopted the stand that if you 
can’t “lick “em,” “jine ’em,” with the 
result that a fine degree of professional 
execution exists in respect to local 
government audits in Great Britain. 


Summary of “Modus Operandi” 
in the United States 


In 1947, the writer had occasion to 
circularize all states with a question- 
naire designed to provide certain in- 
formation pertinent to the audit of state 
and local governments. Some data, 
applicable to the content of this article, 
which may be of interest to the reader 
are presented below. 

In reply to the question, “Does your 
state have an agency for the audit of 
local governments and, if so, how much 
money was appropriated for such an 
agency in your latest fiscal year?” the 
following results were tabulated: Out 
of 31 states reporting, eight indicated 
that such amounts were billed to local 
governments on a “cost basis,’ and 
twelve reported that the appropria- 
tion for state audits was also intended 
to cover local audits; one reported that 
appropriation money was made avail- 
able on an “as needed” basis and, for 
those reporting a dollar amount, the 
arithmetical average was $97,000. 

In reply to another question, forty- 
one states reported that their laws pro- 
vided for the engagement of an inde- 
pendent professional accountant for the 
purpose of making local government 
audits. 

State control over local government 
audits is effected in one of two basic 
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ways: (1) audits by State agencies or 
(2) the regulation of audits performed 
by independent professional account- 
ants. This material is not concerned as 
much with audits by state agencies as 
it is with state regulation of profes- 
sional accountants engaged in local 
government auditing. There follows a 
summary of regulatory methods em- 
ployed in ten, of our states. 

Massachusetts—The laws of Massa- 
chusetts provide for the audit of local 
government accounts either by state 
examiners or by independent profes- 
sional accountants; the local govern- 
ment has the option of selection. The 
audit and report of the professional ac- 
countant are subject to review by the 
Director of Accounts and if not deemed 
adequate a second audit, to be per- 
formed at local government cost, may 
be carried out by state examiners. 

Connecticut—An optional selection 
between state and professional auditors 
is permitted for units having average 
receipts of less than $50,000. However, 
the larger units of local government 
are audited only by professional ac- 
countants. In such cases the profes- 
sional accountant is subjected to regu- 
latory controls on the part of the state 
supervisory agency. 

New Jersey—It is quite widely rec- 
ognzed that the neighboring State of 
New Jersey is one of the better organ- 
ized in respect to the execution and con- 
trol of local government audits. Our 
neighbor across the Hudson operates 
in somewhat the following way: 

The Department of Local Govern- 
ment supervises local government au- 
dits. The local government may choose 
bteween state auditors and professional 
accountants. In the latter case a close 
degree of supervision is exercised over 
such professional accountants. The 
state Department of Local Government 
limits those who may perform such 
audits to accountants who have passed 
tests in municipal accounting as it ap- 
plies to New Jersey and who are Certi- 
fied Public Accountants. 

Pennsylvania—In Pennsylvania local 
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Survey of State Control Over Local Government Audits and a Proposal for N. Y. 


government audits are wholly a matter 
for the professional accountant, except 
as regards revenue collected for the 
state. Such latter amounts are subject 
to agency audits by members of the 
Auditor General’s staff. No supervi- 
sion is exercised over the independent 
professional accountant in his examina- 
tion. However, the law in respect to 
First Class Townships does require 
that auditors thereof (if not elected) 
be certified public accountants or per- 
sons skilled in accounting. 

V irginia—This is another state which 
exercises a considerable amount of con- 
trol over professional accountants in re- 
spect to their audits of local govern- 
ment accounts. The operation of these 
controls may be described as follows: 
The professional accountant (this is in 
respect to county audits) must meet 
audit specifications laid down by the 
Auditor of Public Accounts and reports 
must follow a model pattern and be ac- 
ceptable to the Auditor of Public Ac- 
counts. 

The aforementioned reports, after 
thorough examination and checking by 
members of the Auditor of Public Ac- 
count’s staff may be accepted in lieu of 
the annual audit required by statute of 
the Auditor of Public Accounts. It al- 
so is a requirement of Virginia that 
such audits be performed by Certified 
Public Accountants. 

North Carolina—All local govern- 
ment audits are carried out by profes- 
sional auditors; however, a Local 
Government Commission passes on au- 
dit contracts, establishes minimum 
work requirements, and requires that 
completed reports be submitted to it 
for review. 

Kansas—All local government audits 
are performed by professional account- 
ants. The professional accountant must 
be licensed by the State Municipal Ac- 
counting Board. Local government 
contracts for audit services must follow 
a specified form, which includes a state- 
ment as to the qualifications of the 
auditors selected, and such contracts 
must be submitted to the state super- 
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visory board for approval. A minimum 
audit program, as prescribed by the 
state, must be followed. A specified re- 
port form is required and must be sub- 
mitted in duplicate (upon completion) 
for inspection by the state supervisory 
agency. In Kansas the supervisory 
agency also has the power to prescribe 
uniform accounting systems for local 
governments. This latter phase of Kan- 
sas control is one which, in the writer’s 
opinion, is not a proper function of a 
post-audit agency and would better be 
assigned as a line function in the con- 
troller’s division. 

Colorado—The Colorado law, 1945, 
House Bill No, 21, Section 4, describes 
in brief the basic method followed in 
that state. 

“The audits herein required shall be made 
by a certified public accountant or a regis- 
tered accountant licensed by the state of 
Colorado, or by deputies or employees of 
the State Auditor. The local government 
for which said audit is made shall pay 
therefor and shall pay all expenses in con- 
nection therewith.” 


Texas—Local government audits in 
this state are not subject to regulatory 
control and rest wholly with the pro- 
fessional accountant. The statutes of 
the state provide specifically that local 
governments may engage the services 
of a professional accountant for audit- 
ing purposes. State revenues collected 
by county governments, similar to 
Pennsylvania, are subject to audit by 
members of the controller’s staff. 

Oregon—Local governments have 
the option of selecting state examiners 
or independent public accountants. The 
audit must be carried out in compliance 
with minimum audit procedures as out- 
lined in a manual issued by the Secre- 
tary of State’s office and prepared in 
conjunction with the Oregon State 
Board of Accountancy. 

* * * 

The foregoing summaries are in- 
tended to provide the reader with a 
bird’s-eye view of some typical adminis- 
trative procedures for the control of 
local government as they have been ap- 
plied throughout our country. It is 
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worthy of note, in respect to the states 
referred to, that in most cases some 
type of state regulatory control is exer- 
cised over the independent professional 
accountant in the performance of local 
government audits. 

There follows what, in the writer’s 
opinion, might be considered a work- 
able proposal for the control of local 
government audits in New York State, 
based on what has been done in other 
states accompanied by consideration of 
New York’s own political organization. 
This proposal deals wholly with an or- 
ganization designed to control the func- 
tion of post-auditing and omits the 
matter of accounting systems and pro- 
cedures as not basically a function of 
post-audit. It is not intended to imply 
by this last statement that the auditor 
is not concerned with accounting pro- 
cedures; far from that indeed, for, in 
the writer’s belief that is one of the 
most important phases of an audit. 
What is intended is that uniform ac- 
counting procedures, their development 
and installation, should be retained as 
a line accounting division of New York 
State under direct jurisdiction of the 
controller. This latter phase of local 
government operations is not consid- 
ered in the proposal which follows. 


Proposal for the Administration of 

Local Government Audits in 

New York State 

1. Through legislative enactment 
create a state administrative unit whose 
sole function would be the execution 
and supervision of local government 
audits. Such a unit might be described 
as “The Department of Public Ac- 
counts.” The director of the depart- 
ment should be a Certified Public Ac- 
countant of New York with a minimum 
of ten years experience in the field of 
public accountancy including a substan- 
tial amount of local government audit- 
ing work. 

The aforementioned director should 
be appointed by a separate legislative 
committee for a term not to be less 
than five years, and should be directly 
responsible to the Legislature of New 
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York through the said committee. This 
position should be remunerated at a 
level which would be attractive to per- 
sons having attained a high degree of 
professional achievement in the field 
of public accountancy. A suggested 
figure is $20,000, annually. 

The position of director should be 
supported by a first assistant, subject 
to appointment by the director, for a 
term not less than five years and sub- 
ject to final approval by the legislative 
committee. The balance of the required 
staff should be subject to civil service 
appointment based on examination. 

2. Audits performed by the depart- 
ment should be billed to local govern- 
ments on a basis similar to that em- 
ployed by public accounting firms, sub- 
ject of course, to the limitation that 
such billings be based upon staff costs 
plus an amount which would recover 
for the state department its overhead 
costs and incidental expenses of audit. 


3. The enabling act should include 
a provision which would require that an 
annual audit be performed of every 
local government. A further suggested 
provision would allow the local govern- 
ments whose average receipts are less 
than say, $50,000, to be given the op- 
tion of selecting either auditors on the 
staff of the State Department of Local 
Audits or independent professional ac- 
countants. Local governments with re- 
ceipts in excess of the indicated aver- 
age would be audited only by profes- 
sional accountants. 

4. There should also be included a 
provision which would require that 
within two years from the enactment 
of the legislation a manual be issued 
stating minimum requirements for au- 
dit and reporting under the provisions 
of the act, such minimum requirements 
to be established by the Department in 
conjunction with the New York State 
Society of Certificed Public Account- 
ants. 

5. The creative act should require 
that all audit reports prepared by pro- 
fessional accountants be submitted to 
the Department for review and filing 
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Survey of State Control Over Local Government Audits and a Proposal for N. Y. 


therewith and, if not deemed as repre- 
senting substantial compliance with 
minimum auditing and reporting re- 
quirements, that a second examination 
be conducted by the Department audi- 
tors. 

6. A standard form of audit con- 
tract should be described in the act for 
use by local governments in arranging 
for audits. The basic elements which 
should appear in such a contract would 
be, (1) professional qualifications of 
firm selected, (2) estimated audit time 
to complete on basis of minimum re- 
quirements, (3) fee to be agreed upon, 
and (4) other pertinent factors needed 
to make a legal contract. The contract 
should be subject to review by the state 
Department of Public Accounts prior 
to execution and a copy retained on file. 

7. The law should provide further, 
in respect to reports to be submitted by 
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professional accountants, that all re- 
ports must be filed within sixty days 
after the close of the fiscal year of the 
government concerned. 


Conclusion 

In respect to the above proposal it 
is remarked that many intricate details 
remain to be worked out within the 
broad framework, as described, before 
it could be enacted as a law. Basically 
however, the writer believes that the 
enactment of legislation embodying the 
salient features outlined above would 
provide a sound foundation upon which 
the quality of local government audits 
could be improved and more valuable 
audit services provided to local govern- 
ments. Any suggestions or comments 
that readers may have will be quite 
welcome, whether they come in praise 
or criticism. 
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Federal Excise Tax Accounting for the 


Installment Retailer 
By Jerome B. Hayrticu, C.P.A. 


P ROPER recording of the data required 
in connection with making pay- 
ment of the Federal Retailers’ Excise 
Tax, where books are maintained on 
the installment basis, has caused retail- 
ers many problems. When both taxable 
and non-taxable sales are made, often 
to the same customer, and the items 
sold include luggage, jewelry, toiletries 
and furs, for each of which the tax must 
be reported separately, correct install- 
ment accounting for the tax liability 
may become somewhat involved. 

The percentage method of accounting 
for the excise tax eliminates the prob- 
lem of maintaining separate customers’ 
accounts for taxable and non-taxable 
sales and for each of the four previously 
mentioned categories. This method as- 
sumes that in any given month, the tax- 
able and non-taxable down payments 
are in the same proportion as the tax- 
able and non-taxable installment sales 
made during that month and that the 
taxable and non-taxable collections are 
in the same proportion as the taxable 
and non-taxable accounts receivable 
balances at the beginning of the month. 

Although this may create minor fluc- 
tuations from the actual ratios of tax- 
able and non-taxable installment re- 
ceipts during the months the accounts 
are collected, the month of final pay- 
ment from the customer will coincide 
with the month in which the liability 
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for the final payment of the excise tax 
to the government is recorded. 

This method has been employed by 
some installment retailers and has been 
accepted upon examination by repre- 
sentatives of the Treasury Department, 
as a correct method of accounting for 
the excise tax under Regulations 51 
Section 320.10, which provides for pay- 
ment of the federal retailers’ excise tax 
on the installment basis. 

The percentage method requires four 
computations at the end of each month, 
as follows: 

a) Determination of the tax element 

in cash sales; 

b) Determination of the tax element 

in down payments ; 

c) Determination of the tax element 

in collections ; and 

d) Determination of the tax dans 

in bad debts, repossessions, sales 
allowances, bad debt recoveries, 
and so forth. 


Postings of sales to customers’ ac- 
counts need not show the tax element 
separately, but may instead be in one 
amount for the total of the sale and the 
tax. Likewise, separate accounts need 
not be maintained for taxable and non- 
taxable sales, or for sales in each of the 
four excise tax classifications. 

The following general ledger ac- 
counts are required: 

1. Federal Retailers’ Excise Tax 

Accrued 
2. Federal Retailers’ Excise Tax 
Payable 


A subsidiary schedule records the ex- 
cise tax accrued in each of the tax cate- 
gories — luggage, jewelry, toiletries, 
and furs. 

a) Determination of tax on cash 
sales: All that is required is an analysis 
of the total cash sale, so that the actual 
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Federal Excise Tax Accounting for the Installment Retailer 


cash sale and the applicable excise tax 
may be ascertained for each classifica- 
tion. 

b) Determination of tax element in 
down payments: The percentage repre- 
senting the ratio of the excise taxes 
charged on installment sales to the total 
of all installment charges made to the 
customers (sales price plus excise tax, 
carrying charge, sales tax, etc.) for the 
month is determined, and that percent- 
age is applied to the total down- 
payments received. The resulting 
amount represents the tax liability for 
down-payments received during the 
month. 

c) Determination of tax element in 
collections: Under this method, none of 
the collections in any particular month 
are considered to have been received 
from sales made during that month. 
For example, no collections received 
during January are considered as aris- 
ing from sales made in January. 

The percentage method provides for 
a determination of the ratio of Federal 


For Cash Sales (Cash Receipts Journal) 
Ca icdicccarsncdeionees soe ue medcmeerne 
Case Sales. cata iocecovedoncwacndes 
Federal Retailers’ Excise Tax Payable............ 

Sales: Vast, BAVA << ccsccs-cenecleces 


(Etc. ) 
For Installment Sales (Sales Journal) 


Accounts Receivable—Installment ....... 
MMStalinene SAl@S. cnc ccc secowesecxs 
Federal Retailers’ Excise Tax Accrued............ 
Carrying (latgese cocker crc cw ease 
Sales Vax Pavanle ss cuscc ccs coessive 


(Etc. ) 


The credit to the Federal Retailers’ 
Excise Tax Accrued account records 
the deferred tax liability for installment 
sales made during the month. 


For Down Payments 
It is assumed that the total debits to 


JOWEIY acc ccacots 
"POletrIeS ....cccaes 
BURGiecewscnvecces 


"ROtAl soko veces 
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Retailers’ Excise Tax Accrued (unpaid 
tax on accounts receivable) to the ac- 
counts receivable balance at the end of 
the preceding month, and the applica- 
tion of this percentage to the collections 
during the current month. 

d) Miscellaneous: The percentage 
determined under (c) above is also ap- 
plied, in any current month, to the bad 
debts written off, the sales allowances 
granted, and the gross amount of ac- 
counts repossessed during the month. 
The amount so computed is then de- 
ducted from the remaining balance of 
the “accrued” account. 

To determine the excise tax element 
in bad debt recoveries, a cumulative 
percentage is maintained of the ratio of 
the excise tax element in bad debts to 
the gross amount of bad debts written 
off in prior years, and this percentage is 
applied to the bad debt recoveries for 
the ensuing year. 

The following journal entries 
(month-end postings to the general 
ledger) are required: 


weed ire cena se 42,642.62 


38,562.40 
3,374.07 
706.15 


64,116.17 
6,431.06 
3,562.91 
1,215.16 


$ 
customers’ accounts for July (install- 
ment sales plus carrying charges, ex- 
cise tax, sales tax, etc.) amounted to 
$75,325.30, and that the federal excise 
tax contained therein comprised the 
following : 





$1,412.18 1.87% 
3,261.85 4.33 
750.12 1.00 
1,006.91 1.34 

$6,431.06 8.54% 
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If down payments for the month of taking 8.54% of $8,112.49 or $692.81. 
July were $8,112.49, the total tax on The following general journal entry 
down payments may be ascertained by would be required: 


Federal Retailers’ Excise Tax Accrued.............0+- 692.81 
Federal Retailers’ Excise Tax Payable............ 692.81 


This entry is necessary because the should be set up monthly. 
tax liability applicable to any month’s For Collections 
transactions is not paid until the next It is assumed that the balances of the 
month following. In order to reflect the Accounts Receivable and the Federal 
actual liability and to remove the Retailers’ Excise Tax Accrued ac- 
amount from the Federal Retailers’ Ex- counts show the following on July 1, 
cise Tax Accrued account, this entry 19—. 





Ratio to 

Aecounts: Receivable; Vitly Mio .c:. esis esc se erecerslevaisiceon ess $541,526.35 Accts. Rec. t 

Federal Retailers’ Excise Tax Accrued................ 

PRE ADEL oe Sar h dar hb cas dee eee, gente $ 10,252.30 1.89% 

NOE ween oe scoot anc baicudra etm eee: 24,165.28 4.46 f 

CLC EE Aiea te op ne canner Oe SRI Mra Rss Ames 5,002.35 0.92 : 
ET See AR MS Be nena ea a ee OE AED 8,865.12 1.64 
Total—per General Ledger................... $ 48,285.05 8.91% 


If it is further assumed that collec- by taking 8.91% of $56,320.41, or 
tions on installment accounts during $5,018.15. The following general jour- 
July amounted to $56,320.41, the tax nal entry would be required: 
applicable thereto may be ascertained 

Federal Retailers’ Excise Tax Accrued...............- 5,018.15 

Federal Retailers’ Excise Tax Payable............ 5,018.15 


This entry is required for the same reason as the entry for down payments. 


For Bad Debts, Etc. (Bad Debt, Repossession and Allowance Journal ) 
Pe M tart, 8d cere here, oe hres Nat cn ca Me lc a ead aoe Cad 675.99 


Sales WiscOUnts arid: ANOWANCES 6 5.655:6 60:00 0.5% 0.00 bee etre 212.45 
RetenGtyel ie PUOSSCSSIONS Aveo none os Giles stew ea we atin eas 162.31 
Appraised Value of Repossessions............ceeseeee: 315.60 
Federal Retailers’ Excise Tax Accrued................ 133.65 
Accounts Receivable—Installment ................. 1,500.00 


If it is assumed that bad debts, al- by taking 8.91% thereof (as for collec- 
lowances and repossessions for the tions) or $133.65. The Federal Re- 
month are $1,500.00, the tax element  tailers’ Excise Tax Accrued account is 
containgd therein may be ascertained then reduced by this amount. 


For Bad Debt Recoveries (Cash Receipts Journal) 


ROARED ares ace ees sect ces 1 state otstees ct 8s pales ote epsovaTaterasoye dimen Rina 150.00 
Batt DCDt IR CCOVETIES « « sccics2iw Geisi saise wate ews nti 137-19 
Federal Retailers’ Excise Tax Payable............ 12.85 

Summary of Changes in Accounts Receivable Control 
Reba ENOe PRED Y IL Goa ao 5 cis sis aote chy worse owe wine eos Nie ela $541,526.35 
Installment sales (including carrying charges, excise tax, hee 
ANOS MEA MEEC > 55:5 hscalgracs a vslowesiee vic S sieve ais, ars wi Dior wenei sigs 75,325.30 

PGW AVEINCINCS asec ccsrerssaioee g Anes oe sarsd. Come eel eels $ 8,112.49 

DORN A IER Bras Sa oan sieve Soto ance a erate ar auilals dasctel et 56,320.41 

Bad debts, allowances and repossessions.............06- __1,500.00 

$ 65,932.90 

PETES COE (TL 21 Ue enone RO Omer rena oT corn pyre a 550,918.75 


$616,851.65 $616,851.65 
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Federal Excise Tax Accounting for the Installment Retailer 


Analysis of Federal Retailers’ Excise Tax Payable for Month 

















Luggage Jewelry Toiletries Furs Total 
Tax element in collections........ $1,064.46 $2,511.89 $ 518.15 $ 923.65 $5,018.15 
Tax element in down payments.... 151.70 351.27 81.12 108,72 692.81 
otalnciiw a oisredeconsionnewuecs $1,216.16 $2,863.16 $ 599.27 $1,032.37 $5,710.96 
Tax element in bad debt recoveries 2.84 6.50 1.50 2.01 12.85 
"Fanon cash saleSs sso cave neioacas 821.12 1,489.65 410.11 653.19 3,374.07 
Total Base Payables... sciixc $2,040.12 $4,359.31 $1,010.88 $1,687.57 $9,097.88 








Journal Entry on August 31 (when paid) : 
Federal Retailers’ Excise Tax Payable..............-+- 9,097.88 
CFT) earner tr Narre rrecreCororcrt 9,097.88 


The following is the subsidiary general ledger account, “Federal Re- 
schedule maintained in support of the  tailers’ Excise Tax Accrued.” 











Luggage Jewelry Toiletries Furs Total 
‘uly -l—Balavicet wivccanccoseeent $10,252.30 $24,165.28 $5,002.35 $8,865.12 $48,285.05 
Add: Excise tax on current month’s 
This CAMIMEME:SAIES vo. cec0s- crn cee oars 1,412.18 3,261.85 750.12 1,006.91 6,431.06 
Less: Excise tax element in down 
payments and collections........ (1,216.16) (2,863.16) (599.27) (1,032.37) (5,710.96) 


Less: Excise tax element in bad 


debts, allowances and repossessions (28.35) (66.90) (13.80) (24.60) (133.65) 
Auw: 1 —-Balanee. se csrasiet weer $10,419.97 $24,497.07 $5,139.40 $8,815.06 $48,871.50 








Payment of the federal retailers’ ex- herein, a few short computations made 
cise tax on the installment basis enables at the end of each month provide all the 
insta > 9 ak Xi- - 
the installment ‘retailer to make maxt necessary data for proper payment of 
mum use of his own capital by paying aes : 
ge the current liability to the government 


the tax to the government only as he p : é 
collects it from his customers. By use and for proper recording of the de- 


of the percentage method described ferred balance. 
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The Accountant and Credit Guidance 
By Victor Honie, C.P.A. 


= are precarious days for small 
enterprises. Statistics reveal that 
1949 was a disastrous year for the 
small businessman. The list of bank- 
ruptcies and failures has grown—and 
continues to grow. But the statistics do 
not show how many of these firms 
might have been saved by a thorough 
analysis of the problems concerning 
their credit needs, which must be given 
constant attention if they are to survive 
and prosper. Of necessity, the small 
businessman has come to look to his 
accountant for credit guidance. In 
order to function adequately, his ac- 
countant must be equipped with a 
working knowledge of the basic sources 
of credit. 

From the moment a business is or- 
ganized, credit problems are created. 
The growth and success of the enter- 
prise depends in large measure upon 
the manner in which such problems are 
solved. Let us examine a typical prob- 
lem and see how it was analyzed and 
solved: 

XYZ Corporation was organized 
with an original investment of $30,000 
for the purpose of converting yarn into 
woven fabric. The officers of the cor- 
poration had many years of experience 
in this field and were well qualified to 
conduct the business in a competent 
manner. They had decided upon a 
policy of high quality production. To 
carry out this policy the most modern 
equipment was purchased and highly 
trained personnel were employed to op- 
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erate this equipment. The fabric pro- } 


duced was displayed, and the orders 
resulting from this display were quite 
large. Heartened by the demand and 
seeing the need for more working capi- 
tal and production facilities, the princi- 
pals invested an additional $30,000. Of 
the $60,000 thus invested, $50,000 was 
expended on equipment, leaving 
$10,000 for working capital. Orders 
for merchandise were received for fab- 
ric to be produced six months later, In 
order to insure a steady supply of raw 
materials, the officers placed purchase 
orders for yarn three to six months in 
advance. After -six months of opera- 
tions, productive capacity of the plant 
was at the maximum level and many 
orders were being refused. 

The only cloud on an otherwise 
bright picture was the fact that there 
was a constant shortage of working 
capital. The officers found themselves 
spending their time, which should have 
gone into solving problems of produc- 
tion and improving quality, in attempt- 
ing to obtain the cash to meet current 
obligations. The lack of cash continued 
to divert the officers’ attention. A Bal- 
ance Sheet was prepared, as follows: 


ASSETS 
GCaahiieBatle aw ud oes dis-eartnk et $ _5,000 
Accounts Receivable ............ 52,000 
Merchandise Inventory .......... 31,000 
Total Current Assets .......... $ 88,000 
Machinery and Equipment ....... 52,000 
GENCE ASSES. sas calcio s cae alcue wats 1,000 
OPAL (ASSETS! <i ecaesoeenneas $141,000 
LIABILITIES AND CAPITAL a 
Actoutits Payable si. 6.:0:3s:ssi0/55%s $ 73,000 
MCAD IAN as, eos vias ae race arse ceeessi shee 68,000 
Tora LIABILITIES AND Capitat $141,000 


An analysis of operations revealed 
that XYZ Corporation was operating 
at a gross profit of 15% and a net profit 
of 10% of sales. Sales were being made 


July 





epee 





ric pro- 
- orders 
re quite 
ind and 
1g capi- 
princi- 
000. Of 
00 was 
leaving 
Orders 
or fab- 
ter, In 
of raw 
irchase 
iths in 
opera- 
> plant 
many 


erwise 

there 
orking 
selves 
| have 
‘oduc- 
empt- 
irrent 
inued 





The Accountant and Credit Guidance 


at the rate of $750,000 per year, with 
terms of net, 70 days, and purchases 
were being made with terms of 2%, 30 
days. 

In the ensuing discussion with the 
officers, the following points were de- 
veloped : 

1) The operation was efficient and 

profitable. 


Demand for the product and 
market conditions made an ex- 
pansion of the plant seem advis- 
able. 


The lack of cash was caused by 

two factors : 

a. The limited original invest- 
ment. 

b. The discrepancy between the 
terms of purchase (2%, 30 
days) and the terms of sale 
(net, 70 days). 

In order to alleviate the cash 

shortage and to plan for expan- 

sion, some means of financing was 
mandatory. 


P. 


3 


a 


At this point it was decided to ex- 
plore the various sources of credit with 
the officers, and to show them which 
method of financing would be most de- 
sirable in this particular case. 

One satisfactory method of obtain- 
ing working capital continuously is 
through the factoring of accounts re- 
ceivable. This source would eliminate 
the time lag between the buying and 
selling terms. There are two different 
methods of assigning accounts receiv- 
able. Arrangements could be made with 
one of the “Old Line Factors” who 
purchase the accounts and assume all 
of the credit risk. They also take care 
of the invoices and collections of the 
accounts. From 80% to 90% of the 
value of accounts assigned would be ad- 
vanced and the working capital pro- 
vided almost immediately, However, 
the amount of sales to any one customer 
would be limited by the factor’s stand- 
ards. As an alternative, accounts re- 
ceivable might be assigned as security 
for a loan made by a bank or commer- 
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cial finance company. In this type of 
transaction no limits are placed on sales 
made by the client, but no credit risk or 
collection responsibility is assumed by 
the bank or finance company. If the 
method of assigning accounts receivable 
were adopted, working capital would 
become currently available, but the 
problem of plant expansion would still 
remain unsolved until the profits could 
be accumulated for the purpose in a 
sufficiently large amount. Banking in- 
stitutions frown upon granting any 
loans when a factor is also involved. 

What are the credit facilities of the 
commercial bank which might be used ? 
The short-term note—usually 90 days 
—could be used. But this would pro- 
vide limited working capital for only 
a short period of time. Were this a 
seasonal operation, the use of this medi- 
um would provide working capital for 
the duration of the season. At the due 
date the client would have liquidated 
the receivables, payables, and bank loan, 
and be in a satisfactory financial posi- 
tion. However, the operation in this 
case was a year-round one and working 
capital was needed for a longer period 
of time. Despite profitable operations, 
the variation between the buying and 
selling terms make short-term financing 
inadvisable, even without consideration 
of expansion financing. 

Another aspect of the credit facilities 
of the commercial bank is the term loan 
which runs from five to ten years. If 
a loan of this sort in an adequate 
amount might be obtained in the instant 
case, a satisfactory solution was at 
hand. Both working capital and ex- 
pansion funds could thus be obtained, 
using the increased profits of the oper- 
ation to liquidate the loan which would 
be amortizable by annual payments. 
Term-loans granted by banks are usual- 
ly unsecured and evidenced by promis- 
sory notes. The bank would rely upon 
the earning capacity of the enterprise to 
liquidate the obligation. 

But what if, for various reasons, the 
commercial bank should refuse to grant 
such a loan in the required amount? 
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The Reconstruction Finance Corpora- 
tion was created in 1932 to meet such a 
situation. It will grant loans or partici- 
pafe with commercial banks in loans to 
any business enterprise organized in the 
United States or its possessions, which 
is privately owned and conducted for 
profit. The purpose of such a loan is 
to provide funds for working capital, 
new business enterprises, plant expan- 
sion, and replacement of obsolete or 
worn-out equipment. However, it has 
no authority to grant a loan unless 
financial assistance is not available else- 
where. 

If a commercial bank completely re- 
fuses to grant credit to an enterprise, 
then direct application may be made to 
RFC. Should the bank refuse only a 
portion of the required amount, then 
RFC will participate with the bank in 
this loan. 


As a result of this analysis and dis- 
cussion, XYZ Corporation applied to 
its bank and ultimately worked out an 
agreement for a loan with RFC partici- 
pation. The officers were relieved of 
the distracting problems of administra- 
tion and were able to concentrate upon 
efficient production and profitable oper- 
ation in a very competitive field. 

From the foregoing experience, it be- 
comes obvious that the proper applica- 
tion of knowledge of credit sources may 
mean the difference between the suc- 
cess or failure of a new or small busi- 
ness. There have been too many po- 
tentially successful enterprises going 
down to failure because of lack of com- 
petent credit advice. As the all-around 
financial adviser of the small enterprise, 
the accountant should be in a position 
to provide such credit guidance and to 
assist the client in meeting this problem. 
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Summer Theatre Accounting Procedures 


(Continued from page 396) 


But beyond these measures there is 
little or nothing a management can do 
to increase sales after the point of satu- 
ration is reached. For the theatres 
which have reached it, there is no sit- 
ting back. They are faced with a con- 
tinuation of the trend of the last de- 
cade towards mounting costs. Salaries 
have increased two- and three-fold and 
more in many instances; transporta- 
tion, too; and almost without exception, 
all other elements of total operating 
cost. There is yet no glimmer of an 
end to this trend. 

Management’s sense of values under 
this set of conditions undergoes a radi- 
cal metamorphosis. The salesman is no 
longer the “profit-maker.” Advertising 
and promotion schemes no longer pre- 
empt most of the directors’ time. Now 
they become preoccupied with “cost- 
cutting” problems, and come to rely 
upon the reports, the analysis and the 
opinion of the accountant to a greater 
extent than heretofore. 
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Old conceptions of the accountant’s 
role in business life are swept away 
before this great awakening. No longer 
is he the underpaid, ignored snooper or 
the compiler of dead financial history 
dealing in the spent ashes of yesterday’s 
money, hopes, and fears. Now he 
evokes new and profound respect; it is 
“discovered” that his reports of the past 
may be the key to tomorrow’s costs; 
that he has plans for controlling cash 
and administrative organization to pre- 
vent leakages and achieve efficient man- 
agement; and even such areas as time 
and motion studies and incentive wage 
plans are not beyond his ken. 

In such situations (and they are not 
necessarily confined by any means to 
the theatre business) the individual ac- 
countant may do much to dispel old and 
narrow ideas about the nature and pur- 
pose of his work—and to foster a new 
conception anent his functions and the 
relationship with his small business 
client, that will be a great service to the 
profession as a whole. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Disability Benefits Law— 
Employee’s Deductions 


Since January Ist, employees have 
been contributing one-tenth of one per- 
cent of their wages, but not in excess 
of six cents per week, to the cost of 
disability benefits. On July 1st the con- 
tribution will be one-half of one per- 
cent of their wages, but not in excess 
of thirty cents per week. The employer 
is authorized to collect the employees’ 
contribution through payroll deduc- 
tions. The Treasury Department has 
just issued a ruling (1I.T. 4005) hold- 
ing that amounts so deducted from em- 
ployees’ wages do not constitute ordi- 
nary and necessary expenses of the 
employee, nor are they considered to 
be taxes. They are construed as per- 
sonal expenses of the employee and 
hence are not deductible for federal in- 
come tax purposes. Presumably the 
state rule will be the same. 
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1 General City Law, Art. 2-B, Sec. 2. 


General Business and Financial Tax 
(Gross Receipts) 


On April 20th Governor Dewey 
signed a bill which delected two words 
from the gross receipts tax law!, namely 
“to persons”. This act will relieve many 
out-of-city sellers from the tax. We 
recently? pointed out that the Comp- 
troller has held that a seller or shipper 
was subject to the gross receipts tax 
if he had a sales representative, inde- 
pendent sales agency, or resident sales- 
men acting for him in the city. Section 
2 of the General City Law imposed the 
tax for the privilege of carrying on a 
business or activity or of making sales 
(‘‘to persons” now deleted) within the 
city. The privilege year commences 
July 1st. The basis of the tax is gen- 
erally the calendar year preceding the 
close of the privilege year (June 30). 

There is some doubt as to whether 
the new change in the law will affect 
returns to be filed on June 15th for 
the privilege year that began July 1, 
1949. If the purpose of the change in 
the law was to clarify what always has 
been the law, then returns due June 
15th should be filed on the basis of 
the change in the law. If the Comp- 
troller’s position has been wrong in 
prior years it would appear that out- 
of-city sellers should file claims for re- 
fund for gross receipts taxes paid in 
prior years. 


Real Estate Corporations— 
2% Tax on Dividends 


A real estate corporation has out- 
standing capital stock of no par value. 
It also has an earned surplus of $500,- 
000. In a recapitalization the corpora- 


2 New York State Tax Clinic, January, 1950, p. 45. 
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tion exchanges the capital stock of no 
par value for par value capital stock. 
As a part of the transaction almost all 
of the earned surplus is capitalized and 
so transferred to the capital account. 
Is such transfer considered to be a 
dividend distribution subject to the 2% 
tax? In our opinion there would be no 
tax upon the transfer from the surplus 
account to the capital stock account. 
However, in the event of a subsequent 
retirement of capital stock or of a dis- 
solution of the corporation the tax 
would accrue. It would thus be advisa- 
ble for the corporation in some way 
to earmark the amount of surplus 
transferred so that it would not be lost 
sight of. No matter what the earned 
surplus is called it remains taxable sur- 
plus when finally distributed through 
redemption or liquidation. In a case 
submitted to the Corporation Tax Bu- 
reau, the Director was of the opinion 
that the corporation should attach to 
each of the annual franchise tax returns 
a statement concerning such transfer 
so that the surplus should not be lost 
track of. 


Stock Transfer Tax 

Under the Stock Transfer Tax Law 
the sale of stock is subject to a tax 
ranging from 1¢ to 4¢ per share, based 
upon the sales price. In the case of 
public issues of New York corpora- 
tions, transfer agents located in the 
state will pay the tax at the time of 
transfer. A New York corporation 
must obtain the permission of the Tax 
Commission if it wishes to appoint a 
transfer agent outside the State. The 
Tax Commission will not grant this 
permission unless there is a valid rea- 
son for establishing an out-of-state 
transfer agent. Transfers outside the 
state are not subject to the New York 
Stock Transfer tax. If a corporation 
appoints a transfer agent outside the 
state without obtaining permission, the 
corporation will be subject to the trans- 
fer tax on all sales and transfers made 
through the out-of-state transfer agent. 


3 Matter of Rumsey, 296 N.Y. 113. 
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In addition the corporation may be 
subject to a penalty of $500. 

The Miscellaneous Tax Bureau- 
Stock Transfer Tax Section of the Tax 
Commission regularly examines min- 
ute books, stock certificate books, and 
transfer records to see that stamps on 
stock of original issue and stamps on 
stock transferred are affixed to certifi- 
cates or stubs. If the examiner finds 
that the corporation had appointed an 
out-of-state transfer agent without per- 
mission, the examiner will make a com- 
putation of all transfers made by the 
transfer agent and the Tax Commis- 
sion will assert a tax on such transfers 
plus penalties. 


Unemployment Insurance—Failure 
to File Quarterly Payroll 
Reports on Time 
Under Section 575.2 of the Labor 

Law the Industrial Commissioner may 
assess a penalty for failure to file the 
quarterly payroll reports of $3 for each 
employee up to a maximum of $500, 
with the respect to any calendar quar- 
ter, 

In an earlier Court of Appeals case? 
the court held that impossibility of 
compliance with a demand to file re- 
ports is a valid excuse for non-com- 
pliance and the court in that case over- 
ruled the determination assessing pen- 
alties. An amendment to section 575.2 
of the Labor Law effective April 5, 
1947, permits the Industrial Commis- 
sioner to grant an extension of time 
for the filing of reports if the employer 
makes a request for an extension within 
twenty days after a demand. 

In a case decided by the Appeal 
Board some time ago, an employer had 
failed to file quarterly payroll reports. 
A formal demand was thereupon made 
on the employer to file the payroll re- 
port within twenty days. Thereafter, 
a final demand was made by the Com- 
missioner that unless the reports were 
filed within ten days, the matter would 
be turned over to the enforcement office. 
It was at this point that the employer 
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addressed a letter to the Tax and Wage 
Records Bureau stating that the reports 
would be filed within ten days and that 
his records were all water soaked and 
badly damaged because of a broken 
water sewer. The reports were finally 
filed about two months after the due 
date and the Commissioner assessed a 
penalty. The employer resisted this 
penalty urging that he had to recon- 
struct his records because of the flooded 
basement. He argued that he had a 
valid excuse and that Matter of Rum- 
sey was applicable to his case. 

The referee who heard the case held 
that the penalty was properly imposed. 
This employer should have requested 
an extension of time within which to 
file the reports. He also should have 
notified the Commissioner after the first 
demand of the reason for his inability 
to comply. He was put on notice that 
he would become liable for the penalty 
if the reports were not filed within 
twenty days. It was not until he re- 
ceived the final demand that the em- 
ployer explained why he had not com- 
plied. 


“Dummy” Real Estate Corporation 

A corporation is, of course, a sepa- 
rate taxable entity. However under the 
Internal Revenue Code courts have oc- 
casionally ignored the corporate entity* 
and taxed income technically earned by 
the corporation to the shareholders. 
In all these cases the corporation was 
merely the record owner of property. 
The corporation had no bank account, 
carried on no activities, and was other- 
wise not used for any purpose what- 
soever. 

Under Article 9, the Franchise Tax 
Law does not recognize dummy corpo- 
rations (Sec. 182.1). As a corporate 
entity it is subject to the franchise 
tax. That would include the tax of 
14, of a mill on gross assets and, also, 
the 2% tax on any distributions that 
might be construed as dividends. Sup- 
pose, for example, that an individual 
purchases income-producing real estate, 


title to which is taken in the name of 
a corporation all the stock of which 
is owned by the individual. The indi- 
vidual personally manages the property, 
and deposits the rents collected in an 
agency account in his own name. Who 
is taxable on the net income of the 
corporation? A real estate corporation 
is not subject to any tax based upon 
net income, but if the individual has 
received all the income from the prop- 
erty owned by the corporation he is in 
receipt of dividend income. The cor- 
poration would thus be subject to a 
franchise tax of 2% on the technical 
dividend distribution. In addition, the 
individual stockholder is personally sub- 
ject to an income tax on the dividend 
distribution. A depreciation deduction 
on the real estate would be available 
only to the corporation. In determining 
how much of income received by the in- 
dividual stockholder should be con- 
strued as a dividend distribution, the 
depreciation should be taken into ac- 
count. Otherwise, the individual stock- 
holder might be taxed on a dividend in 
excess of the surplus of the corporation. 

Suppose an individual takes title to 
two parcels of real estate in the names 
of two separate corporations. He man- 
ages the properties in his individual 
name and deposits rents collected in his 
own agency account. One property 
shows a net profit, the other a net loss. 
As in the first illustration, the indi- 
vidual may not report the income and 
deductions for each property as his 
own income and expenses on an indi- 
vidual income tax return. In determin- 
ing the dividend distribution resulting 
from the operation of the first property, 
no reduction could be taken by reason 
of the loss resulting from the operation 
of the second property. 


Unemployment Insurance— 

Failure to File Reports 

A corporation sold its business dur- 
ing the fourth quarter of 1946 and re- 
linquished possession of the premises 
occupied by it. The corporation had 


4 Moline Properties, Inc. v. Com’r., (1943) 319 U.S. 436. 
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not filed payroll reports for the fourth 
quarter of 1946. Nor had it notified the 
Industrial Commissioner of any change 
of address or change in its status as an 
employer. A demand for payroll reports 
was made at the corporation’s former 
address but the letter was returned by 
the post office. Thereafter, a penalty 
was assessed for failure to file payroll 
reports. 

It was held that the employer was 
properly served with a notice and was 
thus subject to the penalty. This in 
spite of the fact that at the hearing be- 
fore the Appeal Board the corporation 
showed that the officer who had for- 
merly prepared reports had withdrawn 
from the corporation and that the re- 
maining officer had no familiarity with 
such matters and had assumed that the 
other officer had supplied the report. 
The referee ruled that it was the duty 
of the corppration to keep the Com- 
missioner informed regarding its proper 
address. 


Something New in Tax 
Administration 


The California Franchise Tax Board 
is proposing to establish branch offices 
in Chicago and New York City for the 
purpose of auditing books of foreign 
corporations doing business in Califor- 
nia to determine franchise and income 
tax liability to California of such cor- 
porations, 

Several years ago our Tax Commis- 
sion together with the tax departments 
of Connecticut, Pennsylvania, New 
Jersey, Rhode Island, and Massachu- 
setts were considering a plan for an 
integrated audit of books of corpora- 
tions doing business in several of those 
states. One purpose of the plan was to 
prevent several states from taxing the 
same income more than once. Another 
was to coordinate sales tax administra- 
tion and the cigarette tax administra- 
tion. To date nothing definite has been 
done by the six interested states. 


5 May 3, 1950. 
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Real Estate Corporation— 
Managing Agent 


To qualify as a real estate corpora- 
tion, the latter must be wholly engaged 
in the purchase and sale of real estate 
for itself or hold title to real estate. If 
the corporation sells any of its real es- 
tate and receives bonds, notes, or other 
obligations of the purchaser, which obli- 
gations are secured by the real estate, 
the real estate corporation does not lose 
its classification. The corporation like- 
wise will not lose its classification if 
not more than 10% of its gross assets 
consists of stocks, bonds, or other se- 
curities, or loans to wholly owned sub- 
sidiaries which are themselves subject 
to the franchise tax on real estate com- 
panies. 

Suppose the real estate is operated 
through a managing agent who has a 
running account with the corporation. 
If money due the corporation is allowed 
to remain in the managing agent’s 
hands, the Tax Commission considers 
that this is in reality a loan to the man- 
aging agent, and corporations which 
loan money do not qualify as real estate 
corporations. The Commission will per- 
mit corporations that find themselves 
in this situation to correct it by open- 
ing up a bank account in its own name 
in order to deposit its own money. As 
a practical matter such corporations 
could settle their accounts with man- 
aging agents before the end of each 
month. 


Income Tax on Non-Residents 


The Appellate Division recently de- 
cided the case of Carpenter v. Chap- 
man, et al>, A non-resident attorney 
was licensed to practice only in New 
York State. He maintained an office 
only in New York City. By reason of 
the fact that he was a New York attor- 
ney, he was licensed also to practice in 
the federal courts. The attorney did 
some legal work from his residence in 
New Jersey and also from his summer 
home in Vermont. The attorney ex- 
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cluded from his New York tax base 
income for legal services performed 
outside the state, because such services 
were personally and physically ren- 
dered outside the state, 

Section 351 of the Tax Law imposes 
a tax on the entire income from a pro- 
fession carried on in the state by a non- 
resident. The court held the attorney 
could not apportion any of his income 
outside the state, but was taxable on his 
entire income. The court based its de- 
cision on the fact that he was admitted 
to practice in New York, that whatever 
he did outside the state was in connec- 
tion with his New York practice. “He 
was not engaged in any ordinary busi- 
ness which he could legally transact 
anywhere.” He could not act as an 
attorney outside of New York except 
as that fact permitted him to do so as 
an incident of his New York practice. 
The result would probably have been 
different if the attorney was also li- 
censed to practice in another state. The 
court emphasizes the fact that the prac- 
tice of law is quite different from that 
of an ordinary business. 

Would the same result follow if the 
taxp ayer were an accountant ? In our 
opinion it would if the serv ices were 
performed as a certified public account- 
ant licensed as such by the state of New 
York. The result probably would be 
different if the services were performed 
by an unlicensed accountant, not certi- 


fied. It should be noted however that 
even where a non-resident certified 
public accountant maintains several 


offices within and without the state, 
services performed outside the state are 
subject to the New York tax if the ac- 
countants who perform the services 
work out of the New York office. 


Apportionment of Federal and 

State Estate Taxes 

The Appellate Division, First De- 
partment, recently decided a case® that 
has several points of interest. A resi- 
dent of Florida died intestate on March 
8, 1948. The gross estate included the 


corpus of two revocable inter vivos 
trusts, which comprised over 67% of the 
gross estate. On June 13, 1949, Florida 
enacted a tax apportionment statute 
which provides for an equitable appor- 
tionment of federal and state estate 
taxes among the persons interested in 
the estate. The statute is similar to the 
New York statute (D.E.L., Section 
124), except that the New York statute 
applied only to estates of persons who 
died after the statute became effective. 
The Florida statute applies to estates 
of persons dying after January 1, 1948, 
or to payments of State taxes after June 
13, 1948. The New York Supreme 
Court had held that the Florida statute 
was unconstitutional because it was 
made retroactive to an estate of a per- 
son dying before July 19, 1948. It 
therefore held that the trustee of the 
inter vivos trusts (Guaranty Trust Co.) 
should not make any payments unless 
the assets of the estate located in 
Florida were insufficient to pay the 
estate taxes plus interest. The effect of 
the Supreme Court decision was to tax 
the beneficiaries of about 33% of the 
gross estate on the entire estate. The 
beneficiaries of the two inter vivos 
trusts would thus receive their bequests 
free from tax. Justice Shientag of the 
Appellate Division wrote the opinion 
overruling the Supreme Court. 

Justice Shientag held the Florida law 
valid and constitutional. The statute 
did not violate the obligation of a con- 
tract because it operated on an inter 
vivos trust created prior to its enact- 
ment. Such a provision is in no sense 
retroactive. “In any event, we hold the 
section as a whole is not so retroactive, 
arbritrary or unreasonable that its ap- 
plication, under the circumstances here 
presented, is unconstitutional.” The 
purpose of apportionment statutes is to 
remedy inequity. It is realistic and logi- 
cal to assume that a decedent intended 
that those who benefit from property 
which results in estate tax should pro- 
portionately bear the burden of such 
taxes. Otherwise, one beneficiary 


6 Herbert R. Cabrera, Adm. v. Guaranty Trust Co., April 25, 1950. 
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would be unjustly enriched at the ex- 
pense of the others or, looking at the 
situation another way, one beneficiary 
would bear the tax burden on property 
received by another. To produce an 
equitable result in such a situation is 
not so arbitrary or unreasonable as to 
violate constitutional prohibitions. 

Justice Shientag held that interest on 
the estate taxes payable from the trusts 
should be charged against income to the 
extent that income was earned from the 
date the estate taxes were due. The 
balance of the interest should be charged 
against the principal of the fund. The 
pro-rata share of the Florida and federal 
estate taxes was also chargeable against 
the principal of the trust funds. 


Allocation—Situs of Sales 


The California Supreme Court re- 
cently upheld the Franchise Tax Com- 
sion in its use of allocation factors in 
a case that came before it.’ The Cali- 
fornia law provides for an allocation 
based upon five factors, sales, purchases, 
manufacturing expenses, payroll, and 
tangible property. However the law, 
this court says, permits the Commis- 
sioner to use any number of these fac- 
tors or even other factors, “or by such 
other method of allocation as is fairly 
calculated to assign to the state the 
portion of net income reasonably attri- 
butable to the business done within this 
state and to avoid subjecting the tax- 
payer to double taxation.” 

In this case the Commissioner used 
three of the five factors, property, pay- 
roll and sales. The taxpayer insisted 
that purchases should be included. The 
court held that the Commissioner had 
the discretionary power to choose the 
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7 Eldorado Oil Works v. McColgan, 215P(2d) 4. 


tax base for his formula. The taxpayer 
also objected to the assignment of 100% 
of sales to California. The taxpayer 
had no office or employees outside the 
state effecting sales. Sales outside the 
state were made through independent 
brokers. The place where the buyer 
signed the contract or took delivery 
from the carrier did not necessarily 
determine the place where the sale was 
made for the purpose of determining 
the sales factor. 

Under the New York law the first 
prerequisite for an allocation of sales 
within and without the state is a per- 
manent and continuous place of busi- 
ness outside the state. After that a 
sale, no matter how or where made, is 
allocable to New York if the property 
is located in New York at the time of 
the receipt of an order in New York or 
at the time of appropriation (shipment ) 
of the goods. The time when title 
passes is irrelevant for the purpose of 
allocation. If the property sold is lo- 
cated in New York at the time of the 
receipt of the order or of the shipment 
of the goods, it is immaterial whether 
the order was accepted outside of New 
York or whether the goods were ear- 
marked for the purchaser outside of 
New York. (Article 413.1). 

If property is located outside New 
York at the time the order is received 
and is also located outside New York at 
the time of shipment, the sale is still 
allocable to New York, unless it can be 
shown that at one of those times the 
property was at a permanent and con- 
tinuous place of business maintained by 
the taxpayer outside New York or that 
the order was both received and ac- 
cepted outside New York (Article 
413.2). 
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Conducted by Louts H. Rappaport, C.P.A. 


Whose Balance Sheet Is It? 


Where financial statements are ac- 
companied by a report or opinion of an 
independent public accountant, the 
question is sometimes raised, “Whose 
statements are they? Are they repre- 
sentations of the company whose name 
appears on them, or are they the rep- 
resentations of the accountant who 
signs the accompanying report?” 

In the usual case it is well settled that 
the financial statements are representa- 
tions of the company, and its manage- 
ment has primary responsibility for 
their accuracy and completeness. When 
we say “usual case”, we mean the 
ordinary report with financial state- 
ments of a corporation to its stockhold- 
ers, or financial statements filed by 
companies with banks or credit agen- 
cies, or statements filed with govern- 
mental agencies, such as the Securities 
and Exchange Commission, or state- 
ments contained in an application for 
listing on a securities exchange. 

In 1939, the American Institute of 
Accountants through its Committee on 
Auditing Procedure said: 

It should be borne in mind that the finan- 


cial statements, with all supplemental de- 
scriptive and explanatory data, including 
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footnotes, are regarded as representations 

of the client.! 

In 1945, the Institute Committee 
amplified the foregoing and said: 

The financial statements are primarily 
the statements and representations of the 
company. The fact that the statements are 
accompanied by the report of an independ- 
ent public accountant does not alter the 
situation. The accountant’s representations 
are confined to and expressed in his report, 
or opinion, upon the statements. . . .2 


The statements of the Institute com- 
mittee quoted above represent the view 
of the profession generally to the effect 
that financial statements are primarily 
representations of the client. This is 
also the position taken by the SEC, as 
will be seen from the published opinions 
and releases of the Commission. 

The leading SEC case dealing with 
this question was decided by the Com- 
mission in 1939. In its decision the 
SEC said3: 

The fundamental and primary responsi- 
bility for the accuracy of information filed 
with the Commission and disseminated 
among the investors rests upon manage- 
ment. Management does not discharge its 
obligations in this respect by the employ- 
ment of independent public accountants, 
however reputable. Accountants’ certificates 
are required not as a substitute for manage- 
ment’s accounting of its stewardship, but as 
a check upon that accounting. 


Also in 1939, Robert E. Healy (who 
was then an SEC Commissioner ) spoke 
to the Controllers Institute and placed 
the primary responsibility for financial 
statements where it belongs, namely, on 
management. Said Mr. Healy?: 


What we need, it seems to me, is a re- 
turn to the recognition that the primary 
responsibility for proper accounting rests 


1 Statements on Auditing Procedure, No. 1. 

2 Statements on Auditing Procedure, No. 22. 

3In the matter of Interstate Hosiery Mills, 4 SEC 721. 
4 Speech reprinted in The Controller, June, 1939. 
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on the corporate management in the person 
of the controller. Whether the books are 
audited or not, the stockholder has a right 
to look to the corporation’s own accounting 
system for an adequate, intelligible and 
honest reporting of its affairs. Unless in 
its daily bookkeeping the corporation recog- 
nizes a responsibility to stockholders and 
investors, the most conscientious audits lose 
much of their meaning. 


In 1947, Earle C. King, 
Accountant of the SEC, issued an 
opinion dealing with summaries of 
earnings included in prospectuses filed 
as part of registration statements under 
the Securities Act of 1933. The opinion 
was published as a formal release*® by 
the Commission and stated in part as 
follows: 

Financial statements filed for the regis- 
trant and its subsidiaries have been recog- 
nized by this Commission and by public 
accountants generally as representations of 
management upon w ‘hom rests the primary 
responsibility for their propriety and ac- 
curacy. 


Speaking in May, 1950, at the Mid- 
western Spring Conference of the Con- 
trollers Institute of America, Mr. King 
repeated that primary responsibility for 
proper accounting rests on corporate 
management and, more specifically, on 
the controller. Mr. King pointed out 
that the controller’s responsibility with 
respect to the propriety of financial 
statements becomes very definite and 
personal when applied to statements 
filed with the SEC, for under the 1933 
Act a registration statement is required 
to be signed by its officers including the 

“comptroller or principal accounting 
officer” and each signer thereof may be 
sued by any person acquiring securities 
covered by the registration statement 


5 Accounting Series Release No. 62. 





the Chief 


“in case any part of the registration 
statement contained an untrue 
statement of a material fact or omitted 
to state a material fact required to be 
stated therein or necessary to make the 
statements therein not misleading...” 

Under the 1934 Act, management’s 
responsibility becomes apparent in the 
light of Sec. 18(a) of the Act which 
defines the liability for misleading 
statements: 

Any person who shall make or cause to 
be made any statement in any application, 
report, or document filed pursuant to this 
title or any rule or regulation thereunder, 
which statement was at the time and in the 
light of the circumstances under which it 
was made false or misleading with respect 
to any material fact, shall be liable to any 
person (not knowing that such statement 
was talse or misleading) who, in reliance 
upon such statement, shall have purchased 
or sold a security at a price which was ai- 
fected by such statement, for damages 
caused by such reliance, unless the person 
sued shall prove that he ‘acted in good faith 
and had no knowledge that such statement 
was false or misleading. 


Although the responsibilities of con- 
trollers were placed on them by the 
Congress and not by the SEC, Mr. 
King said ‘there can be no doubt that 
we are content with the arrangement 
but not because of any desire to have 
someone... to ‘make the goat.’’’ The 
SEC, according to Mr. King, looks 
upon the controller (or the officer who 
acts in that capacity) as the one mem- 
ber of corporate management who, 
above all others, is completely familiar 
with the financial statements, who 
knows not only what the statements 
contain but also why they contain what 
they do. 
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The Shoptalkers 














Conducted by Lewis Gtutck, C.P.A. 


Oldtimer: Well, look who just came 
in! Board, old man, it’s years since we 
saw you here! 

Board: I saw the Shoptalker’s note 
that you were meeting on Tuesday, and 
came right around. I belong to a serv- 
ice club that meets Wednesdays, and 
get fined if I don’t attend. That satisfy 
you as to my absence? 

Oldtimer: So much so that we'll give 
you the floor. 

Kid: Something on your chest? 

Board: Yes. A mighty queer coinci- 
dence. The May issue of the New York 
C.P.A. had a fine article on the exami- 
nations. The amazing thing is that I 
did not even know it was in process, 
until I read it, And much of the ma- 
terial, especially the anecdotes, I had 
used in a talk I’d given just a couple 
of weeks previously. 

Oldtimer: Let’s have the details. 

Board: You asked for it! Well, 
there’s a high school which, towards 
the end of each year, holds a sort of 
seminar or round table for its seniors, 
to help them choose an occupation, with 
or without a college course interven- 
ing. I being a member of the board of 
examiners, got a bid to talk for our 
profession, and I accepted with alacrity. 








Lewis Gtiuick, C.P.A., who has 
been a member of our Society since 
1924, has resumed the practice of 
accountancy in the East. 

Mr. Gluick, who had been writing 
under the name of The Shoptalker 
in other magazines since 1928, re- 
cently brought his group of Shop- 
talkers to our columns. We would 
welcome your acceptance of his in- 
vitation to participate in the discus- 
sions. 
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Philo: Know what that means, Kid? 

Kid: (makes an impolite gesture) 

Board: I made a few notes as to what 
I intended to say, and then the mail 
brought me a questionnaire from the 
school. Seems the students had been 
asked to submit the questions concern- 
ing any line of work, which they most 
wanted to have answered. 

‘Philo: Not a bad idea. 

Board: A very good one. But some 
of the questions shocked me. in my 
notes I had answered, or was prepared 
to answer, 17 of them. But there were 
three that just threw me, if you'll par- 
don the slang: “What,” and I quote, 
“are the pension features? How long 
do you have to work before you can 
retire? How soon can you reach maxi- 
mum pay?” Think of it, gentlemen! 
Youths of seventeen, who have never 
had a job, asking about pensions and 
retirement before they even start! I 
tell you, I almost recalled my accept- 
ance to speak.” 

Oldtimer: But I can see that you 
didn't. 

Board: No. I cooled down after a 
while, and took it as a sign, even though 
a bad one, of the times. Something we 
have to accept just like the threat of 
the H-bomb. 

Philo: And hardly less destructive. 

Board: So I answered in very gen- 
eral terms, trying to distinguish for 
the students the difference between a 
learned profession, such as ours, and 
a mechanical trade. One thing that in- 
terested me particularly was the num- 
ber of girls present, and interested. 

Oldtimer: That is a natural evolu- 
tion, and nothing at all to worry about. 
I’ve lived long enough to have faith in 
nature. In the spring of 1948 my firm 
engaged a young woman C.P.A. over 
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the protests of a couple of the partners. 
They were willing to have her in the 
report department, but balked at her 
demands to be put in the field. I let 
things take their course. In two years 
she resigned to get married, not to one 
of our staff, or even a client, but to a 
business man in another town, whom 
she had met in a typical vacation ro- 
mance. 

Shoptalker: Good copy for me; but 
I fear Board was not quite finished. 

Board: Oldtimer’s bit was well 
placed, and besides that I needed a 
breather to chew my vegetables. But 
you're right. I did want to add some- 
thing. We are auditors. A curious 
mind, one that finds questions to be 
answered, and then seeks the answer 
is essential to success in our profession. 
In some of the informal talk that fol- 
lowed the session (and the off-the- 
record part was really the best) I got 
a well-intentioned gripe from one lad, 
that the bookkeeping teacher had re- 
fused to let him see the key to the text. 
The boy seemed to regard a ready-made 
answer as his birthright, and I reasoned 
with him that if he ever got out in the 
business world and held a job as a 
bookkeeper, he wouldn’t have a key or 
answer book or even a teacher handy. 
He’d have to reason things out himself. 
“Oh, no,” said the lad, “I’d just wait 
till the C.P.A. came around and ask 
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him.” Now that rightly causes a chuckle 
amongst you, and I laughed right out 
when the boy said it. It was a compli- 
ment to our omniscience, or I’d like to 
think it was. But more seriously, it 
presents an unfortunate attitude. I don’t 
want to be a killjoy, but I think we have 
coddled our younger generation too 
much. They all want the easy way; the 
answer in the back of the book; and 
they resent having to work for it. 

Kid: I'll have to break in with a bit 
of hard truth right now. It’s already 
two o'clock, and if I don’t get down to 
the Revenue Office in five minutes, I’m 
likely to lose a case. (he exits) 

Board: Jumping jeeps! I hope I 
didn’t bore you gentlemen. I realize 
now that I was preaching a bit of a 
sermon. 

Philo: And if you don’t mind, I’m 
going to use it, just as old Sir Roger 
de Coverly did. My church keeps going 
in summer, while the pastor gets a well- 
earned vacation, by having laymen 
conduct the regular Sunday services. 
It's my turn next Sunday, and you’ve 
solved the problem of text and topic 
for me. 

Oldtimer: Well, I guess we all have 
to go now. But I am mighty glad Board 
came, and hope he won’t wait so long 
for a return. 

Board: I won't. 
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Drink Deep 


By Tuomas W. 


T sometimes requires enforced leisure 
I —an extended period of convales- 
cence for example—to bring to light 
one’s rustiness on matters historical, 
scientific and artistic. Listening to radio 
commentators, some quiz programs, 
and other really worth-while auditions, 
the shut-in, who for many years may 
have been engrossed in personal, busi- 
ness, professional, or community af- 
fairs, realizes how comparatively little 
the memory retains of the required 
reading and recitations preparation of 
academic days. This employment of 
time released from accustomed routines 
often results in the uncomfortable feel- 
ing of finding out how little one really 
knows. A great help in the endeavor 
to recapture the escaped knowledge— 
and the desire to learn more—is the 
radio, if inane commercials, soap 
operas, and other offerings slanted at 
the mentalities of ten year olds are 
avoided. 

Those who have read thus far may 
ask: ““What has this to do with public 
accounting and its practitioners?” Just 
this: Professional accountants need 
broader and deeper education than 
heretofore to achieve the place in the 
sun and the “tappings”’ for seats among 
the mighty to which they aspire. Al- 
though some collegiate schools of busi- 





Tuomas W. Byrnes, C.P.A., has 
been a member of the Society since 
1911, and is a Certified Public Ac- 
countant of New York and New 
Jersey. He is also a member of the 
American Institute of Accountants. 

Mr. Byrnes is a consultant to the 
accounting firm of Byrnes and 
Baker, C.P.A’s. He was formerly 
an associate professor of accounting 
at Columbia University. He is a 
co-author of the text entitled, 





“Auditing.” 








Byrnes, C.P.A. 


ness require a modicum of liberal arts 
for a bachelor’s degree, the stress still 
remains, in the undergraduate classes, 
on vocational training for a career in 
public accounting. Students should be 
so guided in their pre-career days that 
they will not appear tongue-tied, hence 
embarrassed, later in life when subjects 
other than those pertaining to business, 
finance, and taxes are under discussion. 
Training in the humanities should be 
very thorough and productive of more 
than a mere veneer of culture. 

The profession has made tremendous 
strides during the past half-century. 
To continue to advance in the public 
esteem it will be necessary for its prac- 
titioners to appear frequently before 
community forums, to discuss matters 
of widespread interest over radio net- 
works, and to obtain almost constant 
press notices for activities affecting the 
people’s welfare. In other words the 
profession must be kept prominently 
and favorably in the public eye. Other 
professions do this with beneficial re- 
sults accruing to their vocations. 

To do these things in a manner which 
will reflect credit on the profession re- 
quires adequate preparation. “Ad 
libbing’”’ will not do; accountants are 
not famous for facility in repartee ; they 
are too serious-minded. For any pub- 
lic appearance serious attention must 
be given not only to the topic under 
consideration but also deep study 
should be made of all matters related— 
even remotely—to it. This involves 
delving into history, literature and eco- 
nomics, in addition to the nuances of 
language and the mechanics of elocu- 
tionary delivery in order that listeners 
may be impressed by a scholarly presen- 
tation. 

Radio commentators and_ other 
speakers make many statements which 
indicate lack of proper preparation and 
editing. Common words are often mis- 

(Continued on page 437) 
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Conducted by SAMUEL S. REss 


Rule 3 Credit Transfer 
Restrictions Invalid 
Unused New York Contribution Rate 
Credits may now be freely transferred 
by one employer to another employer 
subject to the New York State Unem- 
ployment Insurance Law.) Rule 3, 
which provides as follows, is no longer 
a bar thereto. It provides as follows: 
“(1) the acquiring employer has acquired 
all or substantially all of the assets of 
the transferring employer, and 
“(2) the transferring employer discontinues 
operations not later than the date of 
such acquisition and has submitted all 
reports on the wages paid by him to 
the date of acquisition. .. .” 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936. He is a member of the New 
York Bar and holds the Juris Doc- 
tor degree from the New York Uni- 
versity School of Law, and the 
B.B.A. degree from The City Col- 
lege (New York) School of Busi- 
ness and Civic Administration. He 
is a tax consultant and has been a 
specialist in the payroll tax field 
since the inception of Social Securi- 
ty and Unemployment Insurance 
Laws in 1936. He has drafted legis- 
lation related to unemployment in- 
surance, health insurance, wages and 
hours and workmen’s compensation. 

Dr. Ress, who has written a num- 
ber of articles which have appeared 
in The New York Certified Public 
Accountant, is a member of the So- 
ciety’s Committee on Clothing Man- 
ufacturing Accounting. 











The Industrial Commissioner's power 
to limit that right by requiring an em- 
ployer to comply with Rule 3 contra- 
venes the authority given him in Section 
530 of the Statute to administer the law. 

The Industrial Commissioner con- 
tended that Rule 3 promulgated by him 
properly interprets Section 577 of the 
Unemployment Insurance Law which 
provides: 

“Contribution rate credits. 

“1 Meaning of terms... 

“(d) ‘Qualified employer’ means any em- 
ployer who in each of the thirteen consecu- 
tive calendar quarters immediately preced- 
ing the computation date was required to 
file and filed all contribution reports pre- 
scribed by the commissioner and has paid 
contributions due thereon before the cut-off 
date. Jf an employer has acquired all or 
substantially all the assets of another em- 
ployer and such other employer has discon- 
tinued operations upon such acquisition, the 
period of liability of both employers during 
such period shall be jointly considered for 
all purposes of this section. .. .” 

“4... . No credit shall be transferable 
by any employer to his successor or anyone 
else except in accordance with such rules 
as the commissioner may _ prescribe.” 
(Emphasis supplied.) 


The Court of Appeals held however: 


“Tt will be noted that the commissioner 
has imported into his rule 3, formulated to 
interpret subdivision 4 of section 577, the 
restrictions which are found in subdivision 
1 (d) of that section. However, subdivi- 
sion 1 (d) is in nowise concerned with the 
transfer of credits already earned; it re- 
lates to the earning of credits in the first 
instance. The statutory scheme is clear—- 
subdivision 1 (d) relates to the earning of 
credits by a “qualified employer” and sub- 
division 4 to their transfer by “any em- 
ployer to his successor or anyone else’— 


1 Appeal Board case #15,639-47, decided by New York Court of Appeals May 25, 1950. 








In the Matter of the Application of Federal Telephone & Radio Corp. to transfer its con- 
tribution rate credit under Section 577 of the Unemployment Insurance Law, Employer, 
Appellant, Edward Corsi, as Industrial Commissioner, Respondent. 


436 July 





d 








)OWer 
1 em- 
ntra- 
ction 
law. 

con- 
‘him 
f the 
rhich 


rem- 
secu- 
eced- 
d to 





pre- 
paid 
t-off 
Il or 
em- 
con- 
, the 
ring 
for 


able 
one 
ules 
be. 


ers 
ner 
| to 
the 
10n 





Notes on New York State Unemployment Insurance Taxes 


and the commissioner had no authority to 
transpose standards appropriate to the 
former and apply them to the latter situa- 
tion. In so doing, he was setting up sub- 
stantive standards for the transfer of 
credits which are found neither expressly 
nor by necessary implication in the statute.” 


The Industrial Commissioner had 
denied the application of the Federal 
Telephone & Radio Corporation to 
transfer to the Federal Tele-communi- 
cation Laboratories, Inc., a Contribu- 
tion Rate Credit for the year 1945 
granted to the Federal Telephone & 
Radio Corporation under Section 577 
of the Unemployment Insurance Law. 

Shortly before the transfer of most 
of the 1,000 employees and the plant 
valued at $2,500,000, leaving 25 em- 
ployees and a small part of the assets 
valued at less than $10,000, the Federal 
Telephone and Radio Corporation had 
received a $23,000 Contribution Rate 
Credit which it could not fully absorb 
because of the transfer. 


This decision has far-reaching effects. 
Many firms lost the benefit of large tax 
credits because of business reorganiza- 
tions resulting in the transfer of pay- 
roll from one corporation to another, 
leaving one firm with a large tax credit 
which it could not use fully because it 
had a small payroll, and requiring 
another related firm to pay contribu- 
tions in cash on the payroll of em- 
ployees transferred to it by the pre- 
decessor. 

It is submitted that this decision may 
make available unemployment insurance 
tax refunds with respect to amounts 
which had been paid previously in cash 
but which could have been paid by tax 
credit if the Industrial Commissioner 
had not denied an application by an 
employer to have the credit transferred 
to another employer subject to the New 
York State Unemployment Insurance 
Law. 


Ger 


Drink Deep 


(Continued from page 435) 


pronounced, as are also the names of 
persons and places; authors are mis- 
quoted, and sometimes partisanship 
and bias creep into the remarks. All of 
these can be avoided if care is exercised 
beforehand. 

The younger members of the ac- 
counting profession have been given a 
running start through the unselfish ef- 
forts of the pioneers. Neophytes have 
many advantages not enjoyed by their 
predecessors. It is therefore the re- 
sponsibility of the newcomers not only 
to maintain the high standards devel- 
oped thus far but also through deep and 
enduring study and adherence to estab- 
lished ethical practices to continue the 
march of the profession towards greater 
service to the public. The accounting 


1950 


practitioner of the future must there- 
fore take a greater interest in his com- 
munity, state, and the nation at large 
than his predecessors were able to do; 
he must actively participate in under- 
takings to advance the general welfare. 

To acquit himself well, he who would 
represent his colleagues before the pub- 
lic must devote a great deal of time to 
serious reflection on mattters far re- 
moved from accountancy, but in his 
preparation for public appearances he 
should give heed to the advice offered 
by Alexander Pope in his “Essay on 
Criticism” 

“A little learning is a dangerous thing; 

Drink deep, or taste not the Pierian spring; 


There shallow draughts intoxicate the brain, 
And drinking largely sobers us again.” 
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BOOK REVIEWS 


(Continued from page 380) 














The explanations state that in many smaller 
audits the accountant filling out the question- 
naire will have to write “not applicable” in 
answer to many of the questions, but I doubt 
the wisdom of using an elaborate question- 
naire on a small audit. On smaller engage- 
ments the size of the client’s clerical staff 
would indicate that necessary cross checks 
for good internal control could not be insti- 
tuted. In such cases I feel that an easier 
method would be to record the controls actu- 
ally in use, and attempt to strengthen or in- 
crease them as conditions warrant. 

The study is a meritorious piece of liter- 
ature and even though one’s clients are not 
sufficiently large to use a questionnaire such 
as this, there are many parts of it which one 
may use. A thorough examination of this 
booklet is recommended for all staff members 
as an annual review. 

H. J. Beatrsto 


Case Studies in Internal Control, No. 2— 
The Machine Manufacturing Company 


Sponsored by the 1949-50 Committee on 
Auditing Procedure, American Institute of 
Accountants. AMERICAN INSTITUTE OF 
AccounTANTs, New York, N. Y., 1950. 
Pages: 40; single copy price—50¢; 10 per 
cent discount for quantity orders of 25 or 
more copies; special price of 25¢ per copy 
to accounting students enrolled in recog- 
nized colleges or schools. 


Case 
eatures 
hut being designed on a 


This study is a smaller edition of 
Study Number 1, having many of the f 
of the first study, 
smaller scale. 

This study also uses the questionnaire 
method of evaluating the system of internal 
control, and the answers and explanations are 
supplied, together with additional comments 
as to their use. 

The questionnaire, while not as elaborate 
as that used in Study No. 1, is still a formid- 
able document. When properly completed, 
the form should supply most of the answers 
to any possible question as to the methods in 
use by the client, as well as an excellent pic- 
ture from which to evaluate the degree of 
internal control. 

I could just refer you to the review of 
Case Number 1 and practically everything I 
wrote on that review could be applied to the 
second study. It should also be read periodi- 
cally by every staff member as a review of 
things he has forgotten, and between the two 
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booklets he will undoubtedly have covered a!l 


of the necessary procedures. 


H. J. Beartrsto 
New York, N. Y. 


Simplified Municipal Accounting 


(A Manual for Smaller Governmental 
Units). Prepared by Municipal Finance 
Officers Association of the United States 
and Canada. Published under the super- 
vision of Public Administration Service. 
Municipal Finance Officers Association, 
1313 East 60th Street, Chicago 37, Illinois, 
1950. Pages: xii + 162; $3.25. 


The first chapter in this ten-chapter manual 
is introductory in nature and discusses the 
need for accounting, the purpose of an ac- 
counting system, manual versus machine ac- 
counting, and the personnel and duties of 
those handling the records. The material of 
the second chapter includes a description of 
the various funds, a discussion of the accrual 
versus the cash basis of accounting, and the 
terminology and classification of accounts. 

The content and description of the finan- 
cial, analytical, and summary statements are 
explained in the third chapter. The fourth is 
devoted to a discussion and illustration of the 
accounting records, original and secondary. It 
presents a graphic picture in the form of a 
Chart of Accounting Information, consisting 
of documents which constitute original evi- 
dence of financial transactions, registers 
which are the intermediate source of infor- 
mation for general journal entries and for 
analysis of financial transactions, books of 
original entry which are a day-by-day finan- 
cial history, subsidiary ledgers which give a 
detailed picture of financial status, books of 
final entry which are a summary and analysis 
of financial operations, and the financial state- 
ments which give a concise picture of finan- 
cial operation and status. 

Chapter five presents definitions and ex- 
planations of various accounts as well as 
charts of revenue accounts by source, and of 
expenditure accounts by function and activity, 
character, and object. Accounting for receipts 
and disbursements is thoroughly handled in 
chapter six, which presents an excellent flow 
chart of receipt transactions. A series of il- 
lustrative journal entries involving the most 
important funds occupies the fifteen pages of 
chapter seven, while the definition, purpose, 
preparation, and content of a budget is han- 
dled in chapter eight. 
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Book Reviews 


Chapter nine describes public utility ac- 
counting and contrasts this fund with the 
other municipal funds by pointing out that 
the fixed assets and bonded debt are part of 
this fund and that it may have separate 
groups of accounts within the fund similar 
to commercial accounting. A chart of general 
ledger accounts for balance sheet and oper- 
ating statements is also presented. The con- 
cluding chapter, entitled “Allied Activities,” 
stresses the need for cost accounting in plan- 
ning the budget for service activities. Cost 
records are useful “in pointing out to the 
council or citizens the real effect on service 
of a cut in expenditures.” It also discusses 
the auditing of municipal records, the differ- 
ent types of audit such as current audit, pre- 
audit, and post-audit, as well as the system 
for accomplishing internal check. A check 
list to be used in the preparation of an annual 
municipal finance report concludes this 
chapter. 


This manual, as stated in the preface, is 
the outgrowth of one prepared by Carl H. 
Chatters. Many of the concepts, materials, 
and iorms used in this present publication 
have their roots in the earlier volume. Others 
were taken from an unpublished manuscript 
prepared by Mr. Chatters as an intended re- 
vision of his earlier work. Much of the mate- 
rial employed in the manual was taken from 
the procedural bulletins of the Municipal Fi- 
nance Officers Association, such as Govern- 
ment Timekeeping and Payroll Procedure 
and Accounting for Government Owned Mo- 
tor Equipment, and from publications of the 
National Committee on Municipal Account- 
ing, particularly Municipal Accounting State- 
ments, Municipal Accounting Terminology, 
A Standard Classification of Municipal Rev- 
enues and Expenditures, Municipal Audit 
Procedure. and Municipal Funds and Their 
Balance Sheets. 

The value of this manual lies in the fact 
that it enables the accounting or finance offi- 
cer of a small municipality to obtain infor- 
mation for the solution of his problems from 
one source without delving into a host of 
miscellaneous publications. From that point 
of view, it is a definite contribution to the 
literature of Municipal and Governmental 
Accounting. 

Max ZIMERING 


The School of Business & Civic 
Administration 
The City College of New York 


Audit Working Papers 
By Maurice E. Peloubet. McGraw-HILi 
Book Company, INnc., New York, N. Y., 
1949. Pages: xvi + 508; $8.50. 
_ From time to time a book is published that 
is a reading “must” for every public account- 
ant and a valued addition to his reference 
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library. One such book is Maurice Peloubet’s 
Audit W orking Papers, a complete revision 
of a previous book with the same title. 

A thorough understanding of how good 
working papers should be prepared cannot be 
derived from mere explanations and forms. 
Mr. Peloubet recognizes this when he states 
in his preface: 

“Fully developed examples, rather than 
mere forms and instructions, have been 
used to show the application of the various 
methods and procedures described.” 


The comprehensive examples of how work- 
ing papers should be filled in with which this 
book abounds are perhaps the most important 
contribution to the literature on the subject. 
These illustrations in form, content and in- 
dexing of working papers fully illustrate 
many situations which the accountant meets 
in actual practice. 

While this book deals primarily with audit 
working papers it is necessary, of course, for 
the author to give ¢onsideration in connection 
therewith to accepted auditing procedures. 
The bases for what is currently considered 
accepted auditing practice are the pamphlet 
“Examination of Financial Statements by 
Independent Public Accountants”, the bul- 
letins issued by the Committee on Auditing 
Procedure of the American Institute of Ac- 
countants and the forms and instruction books 
of the Securities and Exchange Commission. 

The book uses an ingenious method of 
typography for the extensive quotations from 
the above-mentioned pamphlet and bulletins. 
Boldface roman type is used for quotations 
from “Examination of Financial Statements 
by Independent Public Accountants” and bold- 
face italic type is used for quotations from 
“Statements on Auditing Procedure” issued 
by the Committee on Auditing Procedure of 
the American Institute of Accountants. 

The first chapter contains a brief but ex- 
cellent discussion of the function of working 
papers. 

Chapter II entitled “Examination Into 
System of Internal Audit and Control” dis- 
cusses the auditor’s examination of the sys- 
tem, and the preparation of working papers 
relative to such examination. This chapter 
contains a most complete example of a ques- 
tionnaire for the evaluation of the internal 
control. 

Classification of Trial Balances for Prepa- 
ration of Reports and Statements is the sub- 
ject of the next chapter. The author recom- 
mends the use of the “horizontal” form rather 
than the “vertical” form commonly shown in 
textbooks and taught in schools. 

Chapter IV to X, inclusive, indicate the 
recognized auditing procedures (based on the 
pronouncements previously mentioned) appli- 
cable to the various items of the Balance 
Sheet and Profit and Loss Statement and 
the preparation of audit working papers in 
connection therewith. There are copious foot- 
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notes and references in these chapters to the 
illustrated working papers appearing in the 
latter part of the book. There are many 
examples of “statement of work done”, 
typical schedules to be prepared and numer- 
ous references to the Securities and Exchange 
Commission requirements. 

A most complete set of working papers 
and schedules for a parent company, its sub- 
sidiary (a railway showing the accounts pre- 
scribed by the Interstate Commerce Commis- 
sion), a service company, a partnership and 
an estate are described and illustrated in 
Chapter XI (93 pages). 

Chapter XII entitled “Consolidated Re- 
ports and Working Papers” (115 pages) con- 
tains (for a group of companies) a most 
comprehensive report to management in 
which is incorporated the published accounts 
for stockholders and Form 10K as required 
by the Securities and Exchange Commission. 
The consolidated schedules supporting the 
above are also illustrated. « 


Chapter XIII, “Working Papers for 
Larger Consolidations” discusses and illus- 
trates the problems and working papers for 
the consolidation of a large number of com- 
panies. The author presents an excellent case 
for the use of the vertical or synopto-syn- 
thetic method, the method that combines flexi- 
bility, continuity of structure and visibility 
of components. 


Comments regarding the cwnership, impor- 
tance and safeguarding of working papers, 
superscribing the schedules, etc., and index- 
ing and filing working papers appear in 
Chapters XIII and XIV. 


One of the most valued sections of the book 
is the last chapter which deals with the per- 
sonal books and the financial and income tax 
records for an individual. The chapter dis- 
cusses fully (illustrated by specimen forms) 
under eight headings the necessary procedures 
before, during and after the taxable period. 


Mr. Peloubet’s achievements in the ac- 
counting profession are too well known to 
require mention. Those who have met him 
know how fond he is of his profession. Those 
who read his book will soon share his enthu- 
siasm and once having picked it up will be 
reluctant to put it down. 


BENJAMIN NEUWIRTH 
New York, N. Y. 
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Basic Internal Auditing Principles 
and Techniques 


John B. Thurston. 
TExTBOoK CoMPANY., Scranton, Pa., 
Pages: xii + 94; $2.75. 

Here is a succinct compendium of basic 
internal auditing principles and techniques as 
well as a compilation of up-to-date, proved 
practices in that field, written by a nationally 
recognized authority on the subject. 

Beginning with a brief discussion of the 
origin of internal auditing and its differentia- 
tion from auditing, public accounting and in- 
ternal control, the book goes on to consider 
the interrelationship of the functions of the 
independent auditor and those of the internal 
auditor. Next considered are the subjects of 
Fraud and Internal Control and Internal 
Auditing and Managerial Control. 

The organization and operation of the in- 
ternal auditing department are then discussed, 
and certain human relations problems related 
thereto are considered. The subjects of in- 
ternal audit programs, working papers and 
techniques, and reports are presented next. 
The book concludes with a section on the 
value of internal auditing to management. 

Public accountants will learn much of value 
to them in their daily work from a study of 
this book. 


INTERNATIONAL 
1949. 


EMANUEL SAXE 


New York Laws Affecting Business 

Corporations (Annotated) 

3lst. Edition, Revised to April 22, 1950. 

J. B. R. Smith, Editor. 1950, xxxii + 666 

pages. Price: $2.50, postage paid. UNITED 

STATES CorPoRATION Company, New York 

and Albany. 

This well known publication contains the 
full text of the Business Corporations Law, 
the General Corporation Law, the Stock Cor- 
poration Law, the Membership Corporations 
Law, and numerous articles and sections of 
other chapters of the Consolidated Laws, 
relating to business corporations. There is 
also included a synoptic analysis (which pro- 
vides quick reference to the several corpora- 
tion laws), a table of cases, and a complete 
index. 

The most important changes reflected in 
this edition affect paragraphs 21, 36-37, and 
38 of the Stock Corporation Law; paragraph 
21 of the Personal Property Law; and new 
paragraph 57 of the Membership Corpora- 
tions Law. 
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BARTON’S New Tenth Edition 


FEDERAL INCOME, 
ESTATE & GIFT TAX LAWS, 
CORRELATED 


THE INTERNAL REVENUE 
CODE PROVISIONS 
Covering Income, Estate and Gift Taxes 
in effect from 1944 to 1949 are corre- 
lated, bringing the author’s correlated 

tax laws up to date. 

ALL AMENDMENTS 
Since January 1, 1944, are inserted in 
different kinds of type showing exact 
language of amended sections before and 
after amendment. 


YEAR AND SOURCE OF ORIGIN 
Of each Income, Estate and Gift Tax 
Section are shown with 

CROSS REFERENCES 

To the author’s Second and Eighth Edi- 
tions (which have been reprinted in one 
volume) and to his Ninth Edition where 
each such section as originally enacted 
in-prior Revenue Acts may be read. 
Across the eight corresponding pages of 
these three former editions and the new 
Tenth Edition. 


THE LEGISLATIVE HISTORY 





Of any given provision of the Code cov- 
ering Income. Estate and Gift Taxes from 
1913 to 1949 may be traced instantly by 
reading and comparing the exact lan- 
i guage in effect during these 37 years. 


NINTH EDITION (1939-1943) 








ACCOUNTANTS 


You and your clients can now 
join our 1% million insureds 


Save yo 70 
20% on 





AUTO 
INSURANCE § 


Private Passenger Autos 
Local & Long Haul Trucks 


V REDUCED RATES 


Authorized by the New York State Insur- 
ance Department. 


V NON-ASSESSABLE 


Standard policies backed by 
$47,000,000 in assets. 


V IMMEDIATE SERVICE 


Call WAdsworth 8-8339 or LUxembourg 
2-1930. Ask for Martin Bernstein for 
Prompt Friendly Service. 





over 





Ee ee Clip and Mail Today 
MARTIN BERNSTEIN, AGENT 
23 W. 45 St., New York 19,N. Y. 


| am interested in further details 
about your auto insurance. 


] SECOND & EIGHTH EDITIONS (1913-1938) 
NEW TENTH EDITION (1943-1949) ee re 
NOW AVAILABLE IN THREE VOLUMES  sciasiea 
i iictevsbkcectacnaateae SUR s.csrsccmas 

Price $35.00 Per Volume Telephone ; 

4 All 3 Volumes in One Order, $90.00 : _ aon en 
| . aa alaiccatetanal cs. 
| TAX LAW PUBLISHING CO. . es Ria is 
Continental Bldg. Washington 5, D.C. | | Farm Bureau Mutual Auto Insurance Co. 
Home Office + * Columbus, Ohio 
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"and I thought 
our business was too small, 
for that machine!" 


“When I first heard about that National Accounting - | Get this FREE 


Machine, I thought our firm was too small to afford it. pe age boa 


**But when I was shown that you could handle all our \ Wo representaiive, 


: : . . or write to the 
accounting jobs on that one machine—receivables, payables, Commas 


sales and expense distribution, general ledger, stock Dayton 9, Obi 
records—even payroll—that changed my mind! iY 

‘It’s saved us so much time, it looks like it’s repaying its 
entire cost this first year!” y 
Large concerns use N ational Multiple-Duty Accounting ee we macouies 
Machines in batteries—shifting jobs as the load shifts. i CASH REGISTERS © ADDING MAC 


THE NATIONAL CASH REGISTER COMPANY |. 


4 f ? When writing to advertisers kindly mention Tue New York Certiriep Pustic ACCOUNTANT. 





yur local 
entaiive, 
ite to the 


any at 
on 9, Ohi 








